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H.R  1062,  THE  FINANCIAL  SERVICES 

COMPETITIVENESS  ACT  OF  1995, 

GLASS-STEAGALL  REFORM, 

AND  RELATED  ISSUES  (REVISED  H.R  18) 


TUESDAY,  FEBRUARY  28.  1995 

HOUSK  OK  RBI'ltKSKNTATIVES, 
COMMITTKK  ON  BaNKINC  AND  FINANCIAL  SERVICES, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:02  a.m.,  in  room 
2128,  Raybum  House  Office  Building,  Hon.  James  A.  Leach  (chair- 
man of  the  committee!  presiding. 

Present:  Chairman  Leach,  Representatives  Roukema,  Bereuter, 
Roth,  Baker  of  Louisiana,  Lazio,  Bachus,  Castle,  King,  Royce, 
Lucas,  Weller,  Hay  worth,  Metcalf,  EhrHch,  Barr,  Chrysler, 
Cremeans,  Fox,  LoBtondo,  Watts,  Kelly,  LaFalce,  Vento,  Schumer, 
Kennedy,  Flake,  Waters,  Orton,  Maloney,  Gutierrez,  Roybal-Allard, 
Barrett  of  Wisconsin,  Wynn,  Fields,  Hinchey  and  Bentsen. 

Chairman  Leach.  The  committee  will  come  to  order.  Today  the 
committee  begins  hearings  on  legislation  to  enhance  competition  in 
the  financial  service  industry  by  providing  a  prudential  framework 
for  the  affiliation  of  banks,  securities  firms  and  other  financial 
service  providers. 

For  the  past  60  years.  Federal  laws  restricted  affiliations  be- 
tween banks  and  securities  firms.  While  these  restrictions  con- 
tained in  the  1933  Glass-Steagall  Act  made  some  sense  at  the  time 
that  the  Act  was  passed,  they  are  not  appropriate  for  today's  finan- 
cial world. 

It  is  simply  unrealistic  for  commercial  banks  to  be  precluded 
from  offering  financial  products  of  customer  choice. 

It  is  also  unrealistic  to  maintain  by  legislation  constraints  on 
market  competitiveness  for  securities  firms  as  well  as  for  banks. 

In  recognition  of  the  need  to  modernize  U.S.  banking  laws  to  re- 
flect the  rapidly  chan^ng  financial  services  marketplace,  the  com- 
mittee on  Banking  and  Financial  Services  begins  its  consideration 
today  of  the  Financial  Services  Competitiveness  Act  of  1995.  which 
I  introduced  on  January  4  and  which  has  been  revised  and  reintro- 
duced yesterday. 

The  legislation  is  a  win/win  legislation  for  the  banking  and  secu- 
rities industry.  It  looks  to  the  future  financial  marketplace  by  dra- 
matically expanding  the  ability  of  banking  organizations  to  engage 
in  securities  activities  and  other  financial  activities. 
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At  the  same  time,  it  establishes  a  two-way  street  that  permits  se- 
curities firms  to  be  equal  partners  of  banks,  not  subsidiaries  of 
banks,  by  permitting  securities  firms  to  acquire  banks. 

While  expanding  the  scope  of  activities,  it  also  recognizes  the  dy- 
namic nature  of  the  financial  services  marketplace  by  reducing  un- 
necessaiy,  anti-competitive,  microman aging,  regulatoiy  burdens 
that  have  been  previously  associated  with  these  activities,  all  the 
while  preserving  safety  and  soundness. 

There  are  broad  philosophical  issues  at  stake  in  this  upcoming 
debate.  The  Financial  Services  Competitiveness  Act  eliminates 
many  distinctions  between  commercial  and  investment  banking, 
but  it  does  not  break  down  the  barriers  between  banking  and 
commerce. 

With  regard  to  the  issue  of  merging  commerce  and  banking,  care 
should  be  taken  to  recognize  that  not  only  do  many  in  American 
commerce  object,  such  as  the  vast  majority  of  community  bankers 
and  independent  insurance  agents,  but  there  is  also  no  broad  pub- 
lic support  for  such  a  philosophical  departure. 

Indeed,  there  aren't  500  people  in  America  who  advocate  this  ap- 
proach; of  the  few  that  do,  half  represent  foreign  institutions,  sind 
the  other  half  several  dozen  large  American  companies. 

Ours  has  always  been  a  nation  with  crave  doubts  about  the  con- 
centration of  financial  power  and  a  preference  for  the  decentralized 
delivery  of  financial  services. 

Ours  is  also  a  nation  that  historically  does  not  approve  of  the 
idea  of  commercial  enterprises  controlling  banks  and  vice  versa. 
This  is,  af^r  all,  a  country  of  Jefferson  and  Jackson,  a  country  of 
individualism  rather  than  collectivism. 

As  weli-known  Wall  Street  guru  Henry  Kaufman  noted  in  testi- 
mony about  the  subject  several  years  ago,  and  I  quote  Mr.  Kauf- 
man, "I  believe  it  ultimately  puts  in  jeopardy  the  fundamental  eco- 
nomic democracy  in  this  country,  and  undermines  the  crucial  need 
for  independent,  depository  institutions.  I  emphasize  that  a  merger 
of  banking  and  commerce  would  tend  to  produce  an  undesirable 
concentration  of  economic  advancing  power  while  providing  no  sig- 
nificant compensating  benefits." 

It  is  true  that  Germany  and  Japan  allow  certain  ties  between 
banking  and  commerce,  but  interestingly,  based  on  an  aroused  pub- 
lic, the  Bundestag  is  currently  considering  legislation  to  make  Ger- 
man laws  more  similar  to  our  own. 

As  for  Japan,  there  are  few  Americans  who  have  kind  things  to 
say  about  their  conflict-ridden  system.  Whether  or  not  it  fits  Japan 
or  any  other  country,  interlocking  directorships  with  cross-owner- 
ship of  banks  and  industrial  companies  are  largely  alien  to  the 
American  free  enterprise  culture. 

Finally,  I  would  like  to  stress  that  I  have  grave  concerns  about 
one  aspect  of  the  new  Treasury  approach  unveiled  yesterday.  The 
Administration  is  suggesting  that  expanded  bank  power  be  per- 
mitted in  the  operating  subsidiaries  of  banks. 

I  believe  that  such  an  approach,  which  is  contrary  to  existing 
law,  is  imprudent.  Allowing  a  bank  or  its  subsidiary  to  engage  in 
risky  non-banking  activity  would  jeopardize  the  deposit  insurance 
system. 
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The  Treasury  proposal  would  grant  federally  insured  institutions 
direct  investment  authority  for  non-banking  activities  analogous  to 
the  direct  investment  authority  that  S&Ls  garnered  in  certain 
States  in  the  1980's. 

Indeed,  the  news  of  the  week,  the  failure  of  Barings,  one  of  Brit- 
ain's oldest  financial  institutions,  demonstrates  the  problematic  na- 
ture of  conducting  activities  in  a  bank  subsidiary,  and  shows  how 
quickly  an  operating  subsidiary  can  bring  down  a  parent. 

So  there  is  no  misunderstanding,  while  I  am  pleased  the  Treas- 
ury has  come  up  foursquare  for  Glass-Steagall  reform,  I  fully  ex- 
pect to  oppose  its  efforts  to  increase  potential  liabilities  for  the 
deposit  insurance  system  as  I  will  oppose  all  efforts  to  merger 
commerce  and  banking. 

Patently,  the  Treasury  approach  appears  to  be  a  back  door,  regu- 
latory consolidation  plan  designed  to  pander  or  push  money  center 
banks  under  the  watch  of  the  OCC  and  the  executive  branch. 

It  is  my  long-held  view  that  the  holding  company  format  provides 
the  greatest  insulation  for  insured  depository  institutions  and  the 
greatest  protection  for  taxpayers.  It  is  also  my  view  that,  to  the 
maximum  extent  possible,  regulation  should  be  outside  of  politics, 
and  this  is  one  of  the  reasons  I  favor  the  Fed  as  a  key  regulator. 

Members  of  this  committee  understand  that  the  financial  serv- 
ices reform  we  are  contemplating  is  of  historical  significance,  with 
large  philosophical  questions  as  well  as  numerous  nuances,  and 
with  extraordinary  ramifications  for  the  financial  industry. 

In  developing  this  bill,  which  will  serve  as  the  principle  mark- 
up vehicle,  let  me  stress  that  we  have  carefully  attempted  to  bal- 
ance as  many  perspectives  in  as  consistent  a  way  as  possible,  and 
1  am  pleased  to  announce  that  both  Goldman  Sachs  and  J.P.  Mor- 
gan have  endorsed  the  legislation. 

I  would  like  to  thank  Chairman  Greenspan  and  today's  other 
witnesses  for  joining  us  today,  and  I  look  forward  to  their  testi- 
mony. 

(The  prepared  statement  of  Hon.  James  A.  Leach  can  be  found 
in  the  appendix.] 

Are  there  other  members  who  would  like  to  make  openings  state- 
ments? Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you.  Mr.  Chairman,  first  of  all,  I  would  like 
to  congratulate  you  for  moving  the  issue  of  financial  services  re- 
form to  the  forefront  of  our  committee's  agenda. 

I  believe  this  session  provides  a  unique  opportunity  to  take  very 
important  and  very  long  overdue  steps  to  modernize  the  U.S.  finan- 
cial services  system  and  prepare  it  for  the  competitive  challenges 
of  the  2l8t  Century.  I  thank  you  for  your  excellent  leadership  on 
this  issue. 

In  1991,  I  had  the  pleasure  of  serving  as  chair  of  this  commit- 
tee's task  force  on  the  international  competitiveness  of  United 
States  financial  institutions. 

That  task  force  concluded  that  our  financial  services  policy  had 
failed  to  keep  pace  with  new  market  developments,  including 
changes  in  corporate  and  individual  consumer  needs,  new  tech- 
nology and  product  innovation  that  made  the  U.  S,  financial  serv- 
ices sector  relatively  inefficient,  unduly  expensive,  slow  to  respond 
to  changing  customer  demands. 
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The  task  force  report  concluded  that  it  was  incumbent  upon 
policymakers  to  undertake  a  fundamental  and  comprehensive 
reassessment  of  our  m^or  laws  and  the  regulatory  structures 
which  underpin  the  U.S.  financial  system. 

There  have  been  several  unsuccessful  efTorts  since  that  time  to 
do  so,  but  I  beheve  we  have  now  finally  achieved  substantial  con- 
sensus that  change  is  necessary.  And  I  believe  the  goal  is  within 
our  reach. 

There  are  several  different  proposals  before  us:  Chairman 
Leach's  own  bill,  which  I  understand  has  been  revised  in  important 
and,  from  what  I  understand,  very  positive  ways  since  its  original 
introduction;  Congressman  Baker's  bill,  which  is  very  similar  to 
some  bills  introduced  in  the  last  and  preceding  Congress,  which  I 
have  co-sponsored;  Senator  D'Amato's  bill,  which  is  very  similar  to 
Congressman  Baker's.  Now,  we  have  the  Treasury  Department's 
proposal. 

To  be  sure,  there  are  significant  differences  amongst  them,  but 
each  helps  to  identify  and  highlight  important  issues  that  we  must 
consider  as  we  move  forward.  What  is  very  important  is  that  while 
diflferences  exist,  far  more  important,  in  my  view,  is  the  implicit  as- 
sumption in  all  of  these  proposals  that  our  financial  services  sys- 
tem requires  substantial  modernization. 

I  hope  that  all  of  us  can  keep  our  eye  on  that  goal,  that  we  can 
build  upon  the  great  many  points  on  which  we  all  agree,  and  in  the 
days  ahead,  effect  reasonable  compromise  in  those  areas  where,  at 
this  point,  we  do  not  agree. 

I  thank  the  Chairman. 

Chairman  Leach.  I  thank  the  distinguished  Member. 

Mrs,  Roukema. 

Mrs.  Roukema.  Thank  you,  Mr.  Chairman.  1  certainly  want  to 
congratulate  you  and  the  committee  because  we  are  initiating  a  se- 
ries of  hearings  here  that  mark  the  beginning  of  our  primary  juris- 
diction on  this  subject 

We  have,  up  until  this  year,  not  enjoyed  the  primary  jurisdiction, 
and  while  I  don't  expect  this  to  be  a  rush  to  judgment,  I  do  think 
that  it  demands  a  long  and  deliberative  process  by  this  committee 
and  a  thorough  one.  I  recognize  the  complexities  of  the  issues,  as 
you've  outlined  them,  Mr.  Chairman. 

I  would  also  say  that  in  the  contemporary  context,  it  is  unten- 
able, I  believe,  to  legislatively  maintain  the  restraints  on  the  mar- 
ket that  we  currently  have,  and  I  think  there  is  a  general  recogni- 
tion there. 

But  moving  beyond  that  and  acknowledging  that,  we  also  ac- 
knowledge that  there  are  market  innovations  and  technological  ad- 
vances that  require  us  to  modernize  our  U.S.  banking  laws  consist- 
ent with  the  rapidly  changing  marketplace. 

However,  we  want  to  avoid  the  collapse  of  the  financial  markets 
that  led  to  the  Great  Depression  or  the  Savings  and  Loan  debacle, 
so  that  requires  a  judicious  evaluation  of  all  the  proposals  out 
there, 

I  certainly  support  the  concept  of  Glass-Steagall  reform.  It  is  the 
duty  of  the  Congress,  not  the  regulators,  to  enact  comprehensive 
restructuring  of  the  financial  services  industry,  and  to  make  it  pos- 
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sible  For  all  financial  sei^ice  intermediaries  to  operate  more  flexibly 
and  competitively,  both  in  the  domestic  and  international  arenas. 

However,  I  repeat  that  if  commercial  banking  organizations  are 
to  be  granted  expanding  authority  to  compete  with  the  securities 
business,  they  must  do  so  with  the  safeguards  to  enhance  the  safe- 
ty and  soundness  of  the  deposit  insurance  system,  with  special  em- 
phasis given  to  preserving  the  competitive  integrity  of  tne  capital 
markets. 

I  do  have  concerns  about  combining  commerce  and  banking  by 
completely  removing  restrictions  on  who  can  own  a  bank  and  di- 
minishing supervision  of  commercial  companies  which  own  banks 
appears  to  have  a  number  of  risks,  and  should  be  explored  in 
depth. 

I  noted,  Mr.  Chairman,  your  reference  and  quote  of  my  constitu- 
ent, Henry  Kaufman,  who  expressed  those  same  concerns  about 
concentration  of  financial  power. 

Without  adequate  supervision  and  proper  safeguards,  there 
seems  to  be  little  protection  against  risk  or  losses  from  spreading 
from  one  company  that  owns  a  bank  to  the  underlying  bank  itself 

Mr,  Chairman,  1  look  forward  to  this  long  and,  I  hope,  not  con- 
tentious examination  and  would  hope  that  at  the  end  of  this  proc- 
ess we  do  have  a  modernization  proposal  that  does  protect  the  fi- 
nancial interests  of  not  only  the  international  financial  community, 
but  also  our  constituents. 

Tbank  you  very  much,  Mr.  Chairman. 

Chairman  Leach.  I  thank  the  distinguished  gentlelady. 

Mr.  Vento. 

Mr.  Vento.  Mr.  Chairman,  I  thank  you.  I  commend  you  for  the 
workman-like  manner  in  which  we  are  moving  with  regard  to  this, 
and  having  the  jurisdiction  in  the  committee  is  a  real  achievement 
for  you,  as  Chairman,  and  for  the  new  majority,  I  congratulate  you 
for  that. 

That  challenge  to  respond  to  changes  in  the  financial  market- 
place is  significant.  The  regulation  rules  which  interpret  60-year- 
old  laws  have  been  strung  out  about  as  much  as  possible.  In  fact, 
there  seems  to  be  a  great  deal  of  historic  revisionism  in  this  proc- 
ess, Mr.  Chairman. 

Nevertheless,  it  seems  clear  with  the  Administration's  endorse- 
ment and  the  major  interest  in  the  House  and  Senate,  that  we  are 
about  to  embark  on  major  changes  with  regards  to  the  precepts 
that  have  guided  our  financial  institutions  for  60  years. 

We  need  to  be  very  cautious  in  the  process  to  not  throw  the  baby 
out  with  the  bath  water. 

There  are  cultural  differences  that  exist  within  our  country  be- 
tween entities  like  commercial  banks,  insurance,  investment  banks 
and  securities  and  commercial  businesses.  Very  significant  cultural 
differences. 

They  will  have  a  significant  impact,  of  course,  on  functioning  in 
the  American  free  marketplace,  which  is  different,  1  would  remind 
my  colleagues. 

We  are  not  Germany,  we  are  not  the  United  Kingdom,  we  are  not 
France  or  Japan.  Our  economy  has  significant  differences  within  it, 
as  I  said,  both  cultural  and  economic,  with  these  other  economies 
which  we  know  are  much  more  centralized  and  much  more  integral 
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in  the  involvement  of  the  governance  and  the  operation  of  the 
economy. 

It  is  often  said  that  you  can't  tell  where  the  government  ends 
and  the  private  sector  begins  in  countries  like  Germany. 

The  argument  that  globalization  of  the  financial  marketplace  has 
to  be  superimposed  upon  our  banking  structure  has  some  obvious 
shortcomings.  We  cannot  move  to  the  lowest  common  denominator. 

We  have  distinctive  differences  that  are  unprecedented:  goals 
and  expectations  from  our  constituents  and  from  our  businesses 
that  are  integral  to  our  government  structure  and  the  businesses, 
the  way  that  they  operate  and  the  way  they  affect  consumers  and 
other  business  entities. 

Risk  management  and  disintermediation,  of  course,  are  accelerat- 
ing. Risk  management,  and  the  traditional  instruments  that  we 
have,  have  a  great  deal  of  change  involved  in  their  dynamic,  and 
so  they  need  to  be  properly  monitored  and  anticipated  in  any 
changes  that  we  make  in  law. 

This  is  no  mean  task.  I  would  suggest  it  is  one  we  ought  to  ap- 
proach very  cautiously,  and  I  look  forward  to  working  with  the 
Chairman  and  other  members  as  they  engage  this  topic  in  this 
Congress. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Vento. 

Mr.  Roth. 

Mr.  Roth.  Mr.  Chairman,  safety  and  soundness  is  always  our 
beacon  when  we  are  dealing  with  legislation,  especially  with  finan- 
cial institutions. 

I  think  everyone  is  fascinated  by  the  sudden  downfall  of  Britain's 
famous  Barings  Bank  on  Sunday,  apparently  because  of  one  indi- 
vidual's mistakes  or  folly. 

In  the  fast-moving  and  fast-changing  world,  maybe  legislation 
dealing  with  every  eventuality  is  impossible,  and  I  think  all  of  us 
shudder  to  think  it  could  happen  to  us. 

Whatever  we  do  here  in  this  series  of  momentous  hearings  to 
change  Glass-Steagall,  we  look  forward  to  a  good  national  debate 
and  legislation  that  certainly  will  bring  us  into  the  21st  Century. 

Major  changes  are  in  order.  That  is  clear  as  a  bell.  My  personal 
goals  is  to  make  sure  that  we  increase  competition  and  encourage 
entrepreneurs,  while  keeping  adequate  and  appropriate  supervision 
systems  in  place,  as  I  have  repeatedly  recommended  to  this  com- 
mittee over  the  years,  and  look  to  Wisconsin's  model  and  mix  of 
controls  in  enterprise.  There,  the  financial  service  industry  lives  in 
relative  harmony.  Securities,  insurance,  credit  unions,  thrifts, 
banking,  finance  companies.  Of  course,  they  have  their  differences 
and  no  system  is  perfect. 

One  thing  is  clear  to  date,  however.  Wisconsin's  financial  services 
landscape  is  remarkably  free  of  scandal.  We  are  keeping  an  effec- 
tive reign  on  things  that  could  go  wrong.  Wisconsin's  financial  serv- 
ices industry  is  extremely  proud  of  the  clean  record,  and  works 
hard  to  keep  it  that  way. 

I  commend  you,  Mr.  Chairman,  for  your  leadership  in  holding 
these  hearings,  and  I  know  from  these  hearings  will  spring  legisla- 
tion that  truly  will  modernize  our  financial  institutions. 
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Chairman  Leach.  I  thank  the  gentleman  from  Wisconsin.  I  think 
some  of  the  accolades  he  applies  to  his  industry  probably  apply  to 
himself. 

Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman.  Let  me  commend  you 
for  your  leadership  on  this  important  issue.  I  welcome  the  oppor- 
tunity to  renew  tne  debate  on  fmancial  sector  reform  and  mod- 
ernization after  a  4-year  hiatus  and  look  forward  to  a  robust  and 
full  discussion  of  the  problem. 

But,  Mr.  Chairman,  like  it  or  not,  we  conduct  these  hearings  in 
the  shadow  of  the  Barings  failure.  It  is  unconscionable  that  in  the 
last  year  we  have  seen  three  examples  of  rogue,  out-of-control  trad- 
ers destroying  financial  firms. 

First  Mr.  Jett  at  Kidder,  then  Mr.  Citron  in  Orange  County,  and 
finally  Mr.  Leeson  at  Barings.  A  coincidence  or  something  deeper 
at  work? 

The  bills  before  us  do  nothing  to  answer  these  questions,  and 
these  questions  should  be  answered  before  we  engage  in  a  m^or 
restructuring  of  the  financial  services  industry. 

More  important  and  to  the  point,  I  am  deeply  disappointed  that 
neither  the  Administration  nor  the  Congress  is  willing  to  address 
the  most  important  question  in  banking  reform:  how  can  we  ensure 
that  rogue  traders  like  Mr.  Leeson  do  not  cause  banks  to  lose  bil- 
lions of  dollars  of  taxpayer-guaranteed  money? 

If  we  f^il  to  do  this,  we  will  be  faced  with  another  S&L-like  cri- 
sis, and  be  forced  to  say  to  the  American  people,  like  Claude  Raines 
in  Casablanca:  "Gambling  here?  I  am  shocked." 

If  we  are  going  to  rewrite  the  Nation's  banking  laws  as  is  now 
being  proposed  in  this  committee,  in  the  other  body  and  by  the  Ad- 
ministration, we  must  be  extremely  careful  about  the  linkage  be- 
tween government-insured  deposits  and  the  risky  activities  con- 
ducted by  financial  institutions  that  accept  such  deposits  from  the 
public. 

There  are  many  issues  to  discuss  with  respect  to  these  proposals, 
and  I  hope  we  will  get  to  all  of  them  eventually,  but  I  must  say 
at  the  outset  that  I  am  utterly  appalled  bv  one  aspect  of  the  Ati- 
ministration's  proposal,  namely  that  it  would  permit  new  activities 
to  be  conducted  in  bank  subsidiaries  rather  than  holding  company 
affi  Hates. 

This  is  a  dangerous  departure  from  current  practice,  and  we  can- 
not allow  that  degree  of  control  by  insured  institutions  over  new, 
potentially  risky  activities.  I  intend  to  fight  it  vigorously,  and  am 
amazed — utterly  amazed — that  the  Administration  would  go  fur- 
ther than  the  Leach  bill  and  the  Baker  bill  in  proposing  that. 

Now,  let  me  be  clear  in  conclusion,  that  I  share  one  fundamental 
concern  of  everyone  on  the  committee.  The  system  must  be  restruc- 
tured. It  is  outdated.  I'd  like  to  allow  all  financial  institutions  to 
do  anything  they  want,  but  what  we  must  answer  first  is:  what  is 
the  role  of  deposit  insurance?  This  whole  debate  is  the  cart  before 
the  horse.  Until  you  deal  with  how  we  are  going  to  deal  with  de- 
posit insurance,  you  cannot  answer  what  new  activities  should  be 
allowed. 

We  got  into  this  problem  once  before  in  this  past  decade  with  the 
S&L  crisis,  and  we  are  going  to  get  into  it  again  unless  we  examine 


DigiiizedbyV-jOOy  IC 


that  fundamental  question.  I  look  forward  to  doing  that  with  you 
and  the  committee,  Mr.  Chairman. 

Chairman  Leach.  I  thank  the  gentleman  from  New  York. 

Mr.  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman.  I  join  with  many  others 
in  commending  you  for  your  leadership  in  this  matter,  and  look  for- 
ward to  working  with  you  over  the  next  several  weeks  in  develop- 
ing what  I  believe  to  be  the  most  responsible  system  for  continued 
expansion  of  fmancial  market  opportunities. 

A  brief  historical  overview  of  the  past  62  years  of  operation  since 
the  adoption  of  Glass-Steagall  reveals  the  dynamically  changing 
world. 

The  effect  of  computer  technologies  alone  on  the  ability  to  instan- 
taneously transact  business  on  an  international  scale  is  now  pain- 
fully apparent  this  morning. 

Of  even  greater  significance,  however,  is  the  remarkable  expan- 
sion of  the  number  of  non-regulated  financial  service  participants. 
While  banks  and  thrifts  have  operated  under  stringent  regulations 
under  products  offered,  and  even  where  those  authorized  products 
may  be  sold,  the  non-regulated  competitor  has  not  been  so  con- 
strained. The  effects  are  very  clear. 

In  the  earlier  part  of  this  century,  there  were  some  30,000  finan- 
cial institutions.  Today,  there  are  some  11,000.  Despite  all  the 
rules  and  regulations  intended  to  protect  jurisdictions'  ability  to 

firosper,  there  has  been  consolidation  in  the  market.  By  contrast, 
ook  at  the  period  from  simply  1989  to  1993.  Investment  and  mu- 
tual funds  grew  by  over  200  percent  while  bank  assets  grew  by 
some  20  percent. 

Despite  the  best  efforts  of  regulators  and  the  congressional 
actions,  competitors  have  generally  found  a  method  to  deliver  the 
desired  product  to  the  market. 

Consohdation  among  competitors,  despite  the  barriers  that  were 
constructed,  has  proceeded  at  an  aggressive  pace.  Efficiencies  of  op- 
eration have  allowed  the  non-regulated  competitor  to  attract  in- 
vestment that  traditional  banks  have  been  unable  to  secure. 

The  result  of  these  governmental  barriers  to  responsible  business 
conduct  is  a  national  financial  system  that  is  unable  to  meet  busi- 
ness and  consumer  needs  in  the  most  effective  manner  possible. 

I  share  the  caution  that  has  been  expressed  this  morning  in  not 
rushing  headlong  into  an  unfettered  system  which  is  free  to  suc- 
ceed or  fail  as  long  as  taxpayers  remain  responsible  for  those  fail- 
ures of  business  judgtnent. 

In  addition  to  analyzing  the  best  methods  to  allow  financial  mar- 
kets to  grow,  we  should,  as  Mr.  Schumer  has  indicated,  analyze  the 
best  method  to  insulate  taxpayer  funds  from  unsuccessful  business 
decisions. 

These  are  extraordinarily  important  hearings,  unprecedented  in 
their  importance  to  the  competitive  future  of  the  American  fman- 
cial system. 

It  is  my  hope,  Mr.  Chairman,  that  under  your  leadership  this 
committee  may  take  decisive  action  to  build  a  framework  of  free 
enterprise  of  the  future,  while  ensuring  at  the  same  time  safety 
and  soundness  for  every  depositor. 

Thank  you,  Mr.  Chairman. 
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Chairman  Leach,  t  thank  the  distinguished  gentleman. 

Mr,  Orton. 

Mr.  Orton.  Thank  you,  Mr.  Chairman.  I  just  wanted  to  say  I 
know  what  I  have  to  say  about  this  issue.  I  would  like  to  hear  what 
Chairman  Greenspan  has  to  say.  So  I  would  ask  unanimous  con- 
sent that  all  members  be  allowed  to  submit  statements  into  the 
record,  and  I  yield  back  my  time  to  hear  from  Chairman  Green- 
span. 

Chairman  Leach.  Without  objection,  all  members  may  submit 
statements  for  the  record  or  revise  and  extend  the  statements  that 
have  been  given. 

[The  prepared  statements  of  Hon.  Kenneth  E.  Bentsen,  Hon. 
Carolyn  B.  Maloney,  Hon.  Floyd  H.  Flake,  and  Hon.  Maxine  Wa- 
ters can  be  found  in  the  appendix.] 

But  I  do  believe  there  are  one  or  two  other  members  who  wish 
to  be  heard. 

Yes,  Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  I  add  my  voice  to  the  cho- 
rus of  people  congratulating  you  and  moving  ahead  so  expeditiously 
on  this  important  issue. 

There  may  be  differences  of  opinion  as  to  how  to  reform  Glass- 
Steagall.  I  know  that  you,  Mr.  Chairman,  advocate  one  approach. 
My  colleague  and  friend,  Mr.  Baker,  from  Louisiana  offers  another, 
and  now  the  Administration  has  weighed  in  with  another  proposal. 
While  these  measures  may  differ,  all  three  versions  acknowledge 
that  we  need  to  modernize  the  law  that  has  governed  our  Nation's 
banking  system  for  well  over  half  a  century. 

The  regulatory  structure  established  under  the  Glass-Steagall 
Act  may  nave  served  the  country  well  in  the  1930's  following  the 
calamitous  stock  market  crash  and  devastating  Depression,  and  the 
failure  of  4,000  banks. 

At  that  time,  public  confidence  in  our  banking  system  was  at  its 
lowest  point  ever.  However,  over  60  years  later,  this  largely  un- 
changed regulatory  structure  has  outlived  its  usefulness  and,  in 
fact,  hamstrings  the  banking  community  in  order  to  be  competitive 
in  today's  financial  markets.  ~^"_ 

Under  the  current  structure,  strictly  speaking,  a  bank  can  only 
own  a  bank  and  cannot  own  other  financial  entities.  Consequently,  -4 
a  bank's  sources  of  capital  are  severely  restricted.  When  comparing  '' 
the  annual  growth  rates  of  fmancial  institution  assets  over  the  last 
decade,    commercial   banks   displayed   only   a   scant  4.9   percent 
growth. 

This  lagged  far  behind  other  financial  entities  such  as  mutual 
funds  whose  assets  grew  at  28.7  percent,  security  brokers  and  deal- 
ers that  showed  a  19.8  percent  growth,  credit  unions  had  a  12.4 
percent  growth,  life  insurance  companies  assets  grew  at  10.8,  and 
even  finance  companies'  assets  increased  by  9.1  percent. 

It  is  rational  to  allow  banks  to  expand  their  capital  base  and  be 
permitted  to  underwrite  and  deal  in  corporate  securities.  This  will 
make  banks  more  competitive  with  other  financial  entities  which 
will  provide  America  with  a  more  stable  banking  system. 

The  consumer  will  benefit  and,  importantly,  it  will  help  protect 
the  taxpayer  who  will  be  called  upon  to  bail  out  failed  institutions. 
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Furthermore,  more  competition  in  the  significantly  concentrated 
securities  industry  would  benefit  small  and  large  companies  that 
use  investment  services  as  well  as  individual  and  institutional 
investors. 

Any  potential  conflicts  of  interest  that  may  arise  from  a  bank 
holding  company's  subsidiary  underwriting  the  dealing  activities 
can  be  regulated  in  the  same  way  that  similar  conflicts  are  regu- 
,  lated  now  in  both  the  banking  and  securities  industries.  Therefore, 

V  the  need  to  keep  investment  separate  from  commercial  banking  is 
r^ow  obsolete. 

V  Modernizing  the  banking  system  allows  for  diversification,  which, 
in  turn,  make  the  system  stronger.  This  is  the  very  reason  why  we 
passed  the  Interstate  Banking  Act  last  year.  That  was  a  good  start, 
and  now  we  need  to  take  the  next  step. 

And,  the  structural  defects  in  the  banking  system  of  the  1920's 
or  the  1930's  were  corrected  by  strengthening  the  Federal  Reserve, 
the  creation  of  the  Federal  Deposit  Insurance  Corporation  and  the 
regulation  of  securities  markets. 

These  hearings  are  what  is  needed  to  put  the  antiquated  Glass- 
Steagall  laws  governing  our  Nation's  banking  system  out  to  pas- 
ture, Mr.  Chairman,  and  prepare  our  financial  institutions  for  the 
market  demands  of  the  21st  Century. 

I  commend  the  Chairman  for  this  initiative. 

Chairman  Leach.  I  thank  the  distinguished  gentleman. 

Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman.  Mr.  Chairman,  I  wel- 
come the  opportunity  to  work  once  again  on  changing  the  laws 
under  which  the  banks  of  this  country  operate. 

As  you  are  very  well  aware,  this  committee  has  acted  in  the  past 
to  dramatically  change  Giass-Steagall,  and  it  was  not  in  this  com- 
mittee but  rather  as  a  result  of  other  interests  that  went  to  work 
between  the  time  it  left  this  committee  and  it  was  voted  on  the 
House  floor  that  the  bill  was  defeated. 

So  I  commend  you  for,  once  again,  attempting  to  change  these 
laws  and  for  allowing  our  country  to  have  some  of  its  biggest  insti- 
tutions get  bigger  and  be  able  to  compete  in  certain  areas  with 
other  international  institutions  that  already  have  the  same  powers 
that  we  are  seeking  to  provide  here  in  this  country. 

To  that  extent,  I  look  forward  to  hearing  from  the  Chairman  as 

to  how  he  feels  we  can  build  the  walls  to  protect — as  I  know  and 

,  am  sure  he  wants  to  protect— the  deposit  insurance  program  and 

^   the  taxpayers  from  the  kind  of  experiences  that  Barings  has  had 

recently,  and  other  institutions  that  we  have  seen  over  the  course 

of  the  last  dozen  years  or  more. 

The  one  issue  that  I  hope  that  the  Chairman  of  both  the  Federal 
Reserve  and  of  this  committee  will  ultimately  take  into  account  is 
the  fact  that  if  we  allow  these  banks  more  powers,  that  we  make 
sure  that  these  institutions  are  going  to  provide  credit  to  everyone 
who  needs  it. 

There  is  still  a  very  significant  problem  in  providing  credit  to 
people  of  color  in  this  country,  and  to  lower  income  folks.  As  these 
institutions  get  bigger  and  bigger,  the  tendency  toward  sort  of  plain 
vanilla  loans  is  going  to  increase,  not  decrease. 
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I  would  hope,  Chairman  Greenspan,  that  in  your  remarks  you 
would  address  the  issue  of  our  lower-income  consumers  can  expect 
to  be  protected  under  the  Community  Reinvestment  Act,  and  your 
position  on  CRA  as  we  enter  the  changes  this  committee  is  going 
to  encounter.  I  think  it  would  be  very  important  for  you  to  speak 
out  on  that  issue  as  some  point,  I  hope,  today. 

Finally,  I  just  would  hope  that  if  we  are  going  to  include  in  this 
issue  the  whole  question  of  providing  these  institutions  more 
power,  then  we  also  would  consider  extending  CRA  to  credit 
unions,  the  very  large  credit  unions,  as  well  as  extending  CRA  to 
mortgage  companies  as  well. 

I  think  that  those  are  two  organizations  that  have  discriminated 
against  people  of  color  and  lower-inconie  people,  and  I  think  if  we 
are  going  to  be  expanding  these  powers  to  those  larger  institutions, 
let's  make  certain  that  people  throughout  the  country  get  the  ac- 
cess to  the  credit  that  they  need. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  I  thank  the  gentleman. 

Yes,  Mr.  Castle. 

Mr.  Castle.  Thank  you,  Mr.  Chairman.  I  will  heed  Mr.  Orton's 
advice  and  be  more  of  a  listener  than  a  speaker,  to  use  a  campaign 
expression,  but  I  did  want  to  say  that  this  is  one  of  the  reasons 
that  I  came  to  Congress  was  to  have  these  hearings,  to  deal  with 
the  issues  of  Glass-Steagall,  to  deal  with  the  issues  of  our  financial 
community  and  some  or  the  consolidation  which  is  necessary,  op- 
portunity which  is  necessaiy. 

I  hail  from  the  State  of  Delaware  where  we  decided  about  12  or 
13  years  ago  that  if  we  had  proper  regulation,  proper  capital  re- 
quirements and  we  dealt  with  the  issue  of  insurance  or  whatever 
it  may  be,  that  we  could  provide  opportunities  to  a  variety  of  com- 
peting financial  interests  to  be  able  to  participate  in  roughly  the 
same  lines  of  business,  to  compete  directly  with  each  other  and  to 
benefit  from  that. 

That  has  been  tremendously  beneficial  to  our  economy.  We  have 
done  this  without  any  bank  failure  whatsoever,  and  1  think  we 
have  as  thriving  a  banking  community  as  there  is — thriving  finan- 
cial community,  I  should  say,  because  it  is  not  all  banks  at  this 
point — as  there  is  any  place  in  the  United  States  of  America. 

I  am  convinced  that  we  need  to  make  changes.  We  have,  I  guess, 
three  competing  plans.  There's  a  lot  of  overlap  with  respect  to  those 
plans.  I  hope  we  just  don't  have  these  hearings  today,  but  that  we 
finish  this — that  we  finish  it  on  the  floor  of  the  House  of  Represent- 
atives and  the  Senate,  and  sign  into  law  fundamental  changes  to 
help  make  America  more  competitive,  to  provide  opportunities  to 
our  financial  interests  in  our  country, 

lyield  back  the  balance  of  my  time. 

Chairman  Leach.  I  thank  the  gentleman. 

Mr.  Metcalf 

Mr,  Mettcalf.  Thank  you  very  much  Mr,  Chairman,  As  one  of 
the  few,  if  not  the  only  member  of  this  committee  who  lived  all  the 
way  through  the  Great  Depression,  I  have  a  very,  very  brief  com- 
ment. 

Times  do  change,  and  these  days  are  not  the  days  of  the  Great 
Depression.  However,  some  of  the  laws  passed — and  Glass-Steagall 
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included — were  passed  right  after  the  onset  of  the  Great  Depres- 
sion, and  they  were  passed  with  great  bitterness  in  a  tragic  time 
with  a  firm  dedication  to  preventing  the  excesses  which,  if  not 
caused,  were  blamed  on  the  banking  system. 

I  think  it  is  legitimate  for  us  now,  and  necessaiy,  to  make  the 
changes  and  achieve  a  proper  balance,  but  we  must  oe  certain  that 
we  don't  forget  the  lessons  of  the  past.  Let's  keep  in  mind  those 
who  forget  the  lessons  of  history  are  doomed  to  repeat  them. 

Chairman  Leach.  I  thank  the  distinguished  gentleman. 

If  there  are  no  more  opening  statements,  let  me  turn  to  the  dis- 
tinguished Chairman  of  the  Federal  Reserve  of  the  United  States, 
Mr.  Greenspan. 

STATEMENT  OF  HON.  ALAN  GREENSPAN,  CHAIRMAN, 
FEDERAL  RESERVE  BOARD 

Mr.  Greenspan.  I  thank  you  very  much,  Mr.  Chairman.  I  am  es- 
pecially pleased  to  be  here  today  to  present  the  views  of  the  Board 
of  Governors  of  the  Federal  Reserve  System  on  expanding  permis- 
sible affiliations  between  banks  and  other  financial  services  provid- 
ers. The  bills  introduced  into  this  Congress,  such  as  that  intro- 
duced by  Chairman  Leach,  would  continue  the  modernization  of 
our  financial  system  begun  with  last  year's  interstate  banking 
legislation. 

Chairman  Leach  is  to  be  commended  for  his  leadership  in  provid- 
ing Congress  with  the  opportunity  to  make  the  financial  system 
more  competitive  and  more  responsive  to  consumer  needs,  all  with- 
in a  framework  that  would  maintain  the  safety  and  soundness  of 
insured  depository  institutions. 

The  Federal  Reserve  Board  believes  that  modem  global  financial 
markets  call  for  permitting  financial  organizations  to  operate  over 
a  wider  range  of  activities.  The  approach  contained  in  the  new 
Leach  bill  would  be  a  major  step  to  providing  realistic  reform  and 
thus  has  the  strong  support  of  the  Board  of  Governors  of  the  Fed- 
eral Reserve  System. 
There  is  broad  agreement  that  statutes  governing  the  activities 

,,  of  banking  organizations  increasingly  form  an  inconsistent  patch- 
y^work,  Tecnnological  change,  globalization  and  regulatory  erosion 
will  eventually  make  it  impossible  to  sustain  outdated  restrictions, 
and  these  forces  will  continue  to  be  supplemented  by  piecemeal  re- 
visions to  Federal  regulation  and  sweeping  changes  in  State  laws. 
That  is  what  we  are  here  today  to  discuss,  the  need  to  remove  out- 
dated restrictions,  and  to  rationalize  our  system  for  delivering  fi- 
nancial services. 

Let  me  be  clear  that  the  Board's  position  in  favor  of  expanding 
the  permissible  range  of  affiliations  for  banking  organizations  is 
not  a  reflection  of  a  concern  for  banks,  their  management,  or  their 
stockholders. 

^       Rather,  the  Board's  support  of  permissible  activities  reflects  the 
s^desirability  of  removing  outdated  restrictions  that  serve  no  useful 

'  purpose,  that  decrease  economic  efficiency,  and  that,  as  a  result, 
limit  choices  and  options  of  the  consumers  of  fmancial  services. 
Such  statutory  prohibitions  result  in  higher  costs  and  lower  quality 
services  for  the  public,  and  should  be  removed.  Banking  organiza- 
tions are  in  a  particularly  good  position  to  provide  broader  financial 
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services  to  investors.  They  are  knowledgeable  about  the  institu- 
tional structure  of  the  marlcet  and  skilled  at  evaluating  risk.  More- 
over, for  centuries,  bank's  special  expertise  has  been  to  accumulate 
borrower- specific  information  that  they  can  use  to  make  credit 
judgments  that  issue-specific  lenders  and  investors  cannot  make. 
Overcoming  such  information  asymmetries  has  been  the  value 
added  of  banking  on  the  credit  side. 

Our  discussions  with  section  20  officials  suggest  that  the  eco- 
nomic benefits  of  permittinc  bank  securities'  affiliations  are  prob- 
ably greatest  for  small-  anamedium-sized  firms.  These  firms,  as  a 
rule,  do  not  attract  the  interest  of  major  investment  banks  and  re- 
gional brokerage  houses  do  not  provide  the  full  range  of  financial 
services  these  companies  require. 

Rather,  their  primary  financial  relationship  is  with  the  commer- 
cial banks  where  they  borrow  and  obtain  their  services.  It  is  thus 
reasonable  to  anticipate  that  as  securities  activities  are  authorized 
for  bank  affiliates,  banking  organizations,  especially  regional  and 
smaller  banking  organizations,  would  use  their  information  base  to 
facibtate  securities  offerings  by  smaller  regional  firms  as  well  as 
local  municipal  revenue  bond  issues. 

Many  of  these  banking  organizations  cannot  engage  in  such  ac- 
tivities now  because  they  do  not  have  a  sufficient  base  of  eligible 
securities  business  revenue  to  take  advantage  of  the  section  20  op- 
tion that  limits  their  ineligible  revenues  to  10  percent  of  the  total. 

To  be  sure,  with  the  benefits  come  some  risks,  but  I  read  the  evi- 
dence as  saying  that  the  risks  in  securities  underwriting  and  deal- 
ing are  manageable.  Whatever  direct  risk  there  is  to  banks  and  the 
safety  net,  however,  we  believe  is  best  constrained  by  the  holding 
company  framework  which  the  Leach  bill  continues. 

The  Board  is  of  the  view  that  the  holding  company  is  also  the 
best  framework  for  constraining  the  risk  of  transference  and  non- 
bank  affiliates  of  the  subsidy  implicit  in  the  Federal  safety  net,  de- 
posit insurance,  the  discount  windows,  and  access  to  Fedwire,  with 
the  attendant  moral  hazard. 

We  recognize  that  foreign  subsidiaries  of  U.S.  banks  have  man- 
aged such  activities  for  years,  virtually  without  significant  incident. 
Nonetheless,  we  have  concluded  that  the  further  the  separation 
from  the  bank,  the  better  the  insulation. 

We  are  concerned  that  conducting  these  activities  without  limit 
in  subsidiaries  of  U.S.  banks  does  not  create  sufficient  distance 
from  the  bank. 

Moreover,  even  though  the  risks  of  underwriting  and  dealing  are 
manageable,  any  losses  in  a  securities  subsidiary  of  a  bank  would, 
under  generally  accepted  accounting  principles,  be  consolidated 
into  the  bank's  position,  an  entity  protected  by  the  safety  net. 

An  additional  safeguard  to  protect  the  bank  from  any  risk  from 
wider  financial  activities,  and  to  limit  the  transference  of  the  safety 
net  subsidy  to  such  activities  is  the  adoption  of  prudential  limita- 
tions through  firewalls  and  rules  that  prohibit  or  limit  certain 
banking  and  affiliate  transactions.  However,  it  would  be  folly  to  es- 
tablish prohibitions  and  firewalls  that  would  eliminate  the  eco- 
nomic synergy  between  banks  and  their  affiliates. 

The  revisea  Leach  bill  retains  reasonable  firewalls  and  other  pru- 
dential limitations,  but  provides  the  Board  with  the  authority  to 
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adjust  them  up  or  down.  Such  flexibUity  is  highly  desirable  because 
it  permits  the  rules  to  adjust  in  reflection  of  bo^  changing  market 
realities  and  experience. 

Some  are  concerned  that  the  continuation  of  an  umbrella  super- 
visor is  incompatible  with  a  financial  services  holding  company 
with  an  increasing  number  of  subsidiaries  that  would  be  unregu- 
lated if  they  were  independent. 

The  Board  too  is  concerned  that,  if  bank-like  regulation  were  ap- 
plied to  an  expanded  range  of  activities,  the  market  would  believe 
that  the  government  is  as  responsible  for  their  operations  as  it  is 
for  banks. 
,'_  This  subtle  transference  of  the  appearance  of  safety-net  support 
^  to  financial  affiliates  of  banks  creates  a  kind  of  moral  hazard  that 
is  corrosive  and  potentially  dangerous.  Nonetheless,  it  is  crucial  to 
understand  that  both  the  public  and  management  now  thinks,  and 
will  continue  to  think,  of  bank  holding  companies  and  financial 
services  holding  companies,  if  authorized,  as  one  integrated  unit, 
especially  if  they  enjoy  the  economic  synergies  that  is  the  purpose 
of  the  reform  proposals. 

Moreover,  experience  in  the  new  computer  technology  is  already 
adding  centralized  risk  management  to  the  existing  centralized  pol- 
icy development  for  bank  holding  companies.  The  purpose  of  the 
umbrella  supervisor  is  to  have  an  overview  of  the  risks  in  the  orga- 
nization so  that  the  risks  to  the  bank  can  be  evaluated  and,  if 
needed,  addressed  by  supervisors.  The  umbrella  supervisor,  it 
seems  to  us,  becomes  more  crucial,  not  less,  as  the  risk  manage- 
ment and  policy  control  moves  from  the  bank  to  the  parent. 

Balancing  the  supervisory  needs  of  the  bank  regulators  with  con- 
cerns about  the  extension  of  bank-like  supervision  and  regulation 
is  not  easy.  In  an  effort  to  eliminate  unnecessary  regulatory  con- 
straints and  burdens,  the  Leach  bill  would  require  the  banking 
agencies  to  rely  on  examination  reports  and  other  information  col- 
lected by  functional  regulators. 

The  revised  bill  goes  further  and  eliminates  the  current  applica- 
tion procedure  for  holding  company  acquisitions  by  well-capitalized 
and  well-managed  banking  organizations  whose  proposed  nonbank 
acquisitions  or  de  novo  entry  are  both  authorized  and  pass  some 

Xeasonable  test  of  scale. 
Your  revised  bill,  Mr.  Chairman,  also  streamlines  the  process  for 
valuating  the  permissibility  of  new  financial  activities.  These  are 
extremely  important  modifications,  both  for  existing  bank  holding 
companies  and  for  securities  firms  that  wish  to  affiliate  with 
banks. 

The  Board  is  also  committed  to  continuing  to  develop  supervisory 
and  examination  policies  that  appropriately  reduce  unnecessary 
burdens  on  organizations  with  bank  subsidiaries  that  are  well  cap- 
italized and  well  managed. 

But  we  must  not  lose  sight,  and  the  Chairman's  bill  does  not, 
that  the  umbrella  supervisor  must  still  be  permitted  to  monitor 
both  the  fmancial  condition  of  the  organization  and  the  potential 
transfer  of  risk  to  the  insured  depository  afliliates. 

Moreover,  we  reiterate  our  concerns  of  last  year  that  however 
any  structuring  is  addressed,  the  Federal  Reserve's  capability  to 
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monitor  large  banking  organizations  in  order  to  respond  effectively, 
that  systemic  risk  not  be  impaired. 

Mr.  Chairman,  you  asked  for  the  Board's  views  on  combining 
commerce  and  banking.  While  the  Board  supports  wider  permis-  , 
aible  affiliations  between  banks  and  other  financial  services  compa-  ^  l 
nies,  it  does  not  believe  that  at  this  time  banks  should  be  affiliated 
with  commercial  and  industrial  firms.  The  Board  believes  that  in 
a  free  market  there  is  a  presumption  of  free  entry  into  anv  busi- 
ness, including  banking,  although  safeguards  are  required  when 
public  monies  are  at  risk. 

However,  the  Board  believes  that  it  would  be  prudent  to  delay 
enacting  the  authority  to  link  commerce  and  banking  until  we  have 
gained  some  actual  experience  with  wider  fmancial  ownership  of 
any  wider  activities  for  banking  organizations.  We  should  reflect 
carefully  on  such  a  basic  change  in  our  institutional  framework  be- 
cause it  is  a  step  that  would  be  dif^cult  to  reverse. 

Your  invitation  letter  also  asked  about  experience  with  banking 
and  commerce  fraud.  A  review  of  the  industrial  countries  with    i 
internationally  important  banking  centers  suggest  that  all  seven-^^- 
the  non-U.S.  G^7  plus  Switzerland — permit  limited  ownership  of 
banks  by  commercial  firms  and  some  ownership  of  commercial 
firms  by  banks. 

In  practice,  despite  the  legal  permissibility,  banking-commerce 
ties  are  limited.  In  none  of  the  seven  countries  are  any  of  the  larg- 
est banks  owned  by  commercial  firms.  Banking  and  commerce  eiF- 
filiations  are  much  more  commonly  in  the  form  of  banks  holding 
sizable  equity  stakes  in  commercial  firms  rather  than  vice  versa. 
Only  in  Germany  is  bank  control  of  commercial  firms  common- 
place, and  in  that  country  a  banking  license  is  required  to  engage 
in  any  one  of  a  number  of  credit  services  which  are  performed  in 
the  United  States  by  non-bank  financial  institutions. 

In  Japan,  banks'  equity  holdings  are  substantial  relative  to  bank 
capital,  but  just  as  in  the  case  of  U.S.  bank  holding  companies,  a  \ 
hank  in  Japan  may  not  hold  more  than  5  percent  of  another  compa- ,' 
n/s  shares-  ~^-^  - 

Our   experience   demonstrates   that  there  are  costs  from   bank  >*.j 
ownership  of  commercial  firms.  Banking-commerce  ties  may  induce  / 
banks  to  continue  to  finance  a  project  beyond  the  point  at  which 
it  is  prudent  to  do  so. 

In  addition,  equity  holdings  increase  the  sensitivity  of  bank  cap- 
ital to  equity  market  volatility,  as  has  been  the  case  in  Japan,  thus 
exposing  banks  to  additional  risk. 

A  third  cost,  illustrated  by  Germany,  is  the  tendency  for  capital 
markets,  especially  equity  markets,  to  be  less  fully  developed  under 
a  system  of  bank  dominated  financing. 

Finally,  recent  losses  stemming  from  bank  affiliations  with  com- 
mercial firms,  most  notably  at  Metal  Igesellschafl  in  Germany  and 
Credit  Lyonnais  in  France,  have  sparked  public  debate  in  these 
countries  about  the  advisability  of  banking/commerce  ties. 

In  the  United  States  the  public  debate  continues  to  focus  on 
wider  affiliations  between  banks  and  other  financial  firms.  On 
more  than  one  occasion  bills  to  permit  at  least  securities  affiliates 
were  approved  by  the  Banking  Committees  in  both  houses  of  tiiis 
Congress  and  on  several  occasions  by  the  full  Senate.  In  the  mean- 
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time,  technological  change,  globalization,  and  market  innovations 
have  continued.  In  such  a  context,  modernization  of  our  financial 
system  should  be  of  high  priority  in  order  better  to  serve  the  U.S. 
public. 

Consequentlv,  the  Federal  Reserve  Board  believes  it  is  timely, 
desirable,  and  prudent  to  authorize  wider  afFiliations  between 
banks  and  other  financial  service  providers.  The  approach  con- 
tained in  the  Leach  bill  would  be  a  major  step  in  the  modernization 
of  our  financial  system,  which  sadly  now  operates  under  increas- 
ingly outdated  restrictions  and  prohibitions. 

Mr.  Chairman,  I  have  excerpted  from  my  longer  prepared  re- 
marks and  request  the  latter  be  included  for  the  record. 

[The  prepared  statement  of  Hon.  Alan  Greenspan  can  be  found 
in  the  appendix.] 

Chairman  Leach.  I  thank  the  distinguished  Chairman. 

We  will  begin  the  questioning  and  I  nave  two  brief  ones. 

The  first  one  relates  to  merging  of  commerce  and  banking.  Are 
there  any  potential  risks  posed  for  the  payment  system  by  an  insti- 
tution getting  in  difiiculty  if  that  institution  has  both  commerce 
and  banking  components? 

Mr.  Greenspan.  Mr.  Chairman,  obviously  the  broader  the  web 
over  which  the  total  financial  system  and  the  payment  system  spe- 
cifically with  which  it  is  involved,  the  greater  the  risks  that  nec- 
essarily are  involved  with  it. 

I  would  not,  however,  emphasize  that  as  a  crucial  point  because 
the  payment  system  is  becoming  increasingly  elaborate  and  expan- 
sive and  ultimately  it  must  address  the  types  of  questions  which 
inevitably  will  occur  as  we  get  broader  and  broader  financial  cov- 
erage of  all  aspects  of  the  American  economy. 

Cnairman  Leach.  I  appreciate  that.  The  second  question  relates 
to  the  application  process. 

As  you  know,  based  upon  recommendations  from  yourself  and  the 
Fed  we  have  changed  our  bill  to  streamline  the  applications  proc- 
ess, partly  based  upon  some  concern  in  the  industry  that  the  Fed 
is  in  the  position  of  having  to  review  each  and  every  single  applica- 
tion, that  you've  become  kind  of  a  clearinghouse  of  detail. 

Would  you  like  to  comment  on  what  the  Fed  is  doing  in  this  area 
and  what  your  views  on  the  application  process  are? 

Mr.  Greenspan,  Yes.  Mr.  Chairman,  the  problem  that  I  have 
very  specifically  seen  on  the  Board  is  that  we  get  a  very  significant 
number  of  applications,  which  should  be  automatically  authorized 
because  they  pose  no  particular  problem  with  respect  to  sets  of 
standards  already  promulgated  by  the  Board  in  other  applications. 
So  I  should  think  that  we  should  be  able  to  very  significantly  re- 
duce the  detail  of  evaluation  of  lots  of  applications.  Even  though  we 
make  very  strenuous  efforts  to  keep  the  time  involved  in  approving 
applications  down,  the  fact  is  that  we  have  to  go  through  very  con- 
siderable detail  on  applications  where  there  is  no  principle  problem 
because  the  principle  had  been  promulgated  by  other  application 
evaluations  of  similar  types.  In  our  judgment  a  very  significant  re- 
duction can  be  made  in  the  application  process,  and  I  do  think  that 
the  banks,  which  have  been  concerned  about  Federal  Reserve 
Board's  processing,  are  correct,  even  though  of  the  nearly  3,600  ap- 
plications last  year,  94  percent  were  processed  in  less  than  60  days. 
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I  think  we  can  do  a  lot  better  than  that  and  we  can  do  better 
than  that  if  we  are  not  forced  by  law  to  get  ourselves  involved  in 
unnecessary  minutiae  of  application  evaluation. 

Chairman  Leach.  I  appreciate  that  and  I  appreciate  the  new  ef- 
forts of  the  Fed  to  make  sure  that  applications  are  dealt  with  on 
a  timely  basis. 

Mr,  Vento. 

Mr.  Vento.  Thank  you,  Mr.  Chairman.  Thank  you.  Chairman 
Greenspan,  for  your  testimony  and  for  having  it  early  so  we  could 
review  it.  I  think  that's  very  helpful. 

I  note  there  are  so  many  differences  here  that  exist  and  so  many 
questions  that  have  to  be  answered,  in  my  opening  remarks  I  spoke 
about  cultural  differences  within  and  without — in  terms  of  compar- 
ing the  international  scene  of  Germany  and  the  United  States  or 
Japan  or  France. 

The  other  of  course  is  within,  and  the  real  question  I  suppose  is 
investment  bankers  don't  behave  like  commercial  bankers  or  insur- 
ance companies  don't  behave  like  commercial  business  enterprises. 
You  know,  it  has  recently  come  to  my  attention  that  some  of  the 
major  mergers  that  we  have  seen  take  place  have  largely  failed  to 
come  to  grips  with  that  in  a  timely  fashion,  which  can  cause  some 
rather  serious  problems. 

Is  that  or  do  you  anticipate  that  as  a  problem? 

Mr.  Greenspan.  Well,  every  institution,  no  matter  what  it  is,  has 
its  own  culture,  and  it  evolves  a  culture  even  sometimes  independ- 
ently of  the  way  the  organization  is  structured  because  that's  the 
way  individual  firms  become  effective. 

When  you  try  to  meld  one  culture  with  another,  which  is  true  of 
virtually  every  merger,  and  that  is  true  even  between  commercial 
banks,  and  if  you  start  to  look  at  relationships  between  commercial 
banks  and  investment  banks,  you  do  have  culture  clashes.  That  is 
inevitable,  but  it  is  one  of  the  characteristics  of  mergers  which  are 
overcome  and  have  to  be  overcome. 

Mr.  Vento.  Well,  let's  talk  about  some  of  the  other  things  that 
aren't — I  mean  I  don't  think  it's  a  casual  concern. 

Mr.  Greenspan.  No,  I  can  agree  with  you. 

Mr.  Vento.  In  terms  of  making  our  economy  work,  I  know  it's 
kind  of  an  intangible  and  we  can't  write  it  into  law,  but  I  think  it 
is  very,  very  significant  in  terms  of  how  our  economy  works  be- 
cause, believe  it  or  not,  there  are  a  lot  of  things  that  happen  that 
aren't  written  into  law  here  in  Washington  with  regards  to  this 
free  market  economy  or  at  least  the  form  of  it  that  we  have. 

But  there  are  some  differences.  If  we  look  at  other  nations  and 
we  see  this  sort  of  vertical  integration  and  government  ownership 
in  terms  of  the  private  sector,  they  don't  have  a  lot  of  the  problems. 
Our  banks,  our  investment  bankers,  our  insurance  companies  are 
motivated  by  profit  and  they  are  privately  owned — I  mean  private 
versus  government  ownership  does  represent  significant  conflicts 
that  can  arise. 

In  spite  of  the  historic  revisionism  that  was  spoken  of  in  terms 
of  why  we  have  Glass-Steagall,  I  think  the  elements  are  still  out 
there.  They  are  largely  privately  owned — I  guess  the  su^estions 
you  are  talking  about,  proper  insulation,  we  are  not  all  on  the  same 
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circuit  here  in  terms  of  the  circuitry  that  exists  with  r^ard  to  ver- 
tical or  more  horizontally  work  in  terms  of  our  institutions. 

Mr.  Greenspan.  Congressman,  we  are  quite  sensitive  to  the  is- 
sues you  raise  and  have  become  aware  of  various  different  cultural 
differences  and  institutional  differences  which  are  inevitable  as  dif- 
ferent economies  evolve  in  different  ways  and  different  institutions 
evolve  in  different  ways. 

One  of  the  jobs  that  we  as  a  supervisor  have  got  is  to  basically 
find  a  way  in  which  we  recognize  that  and  adjust  our  practices  and 
try  to  induce  changes  in  the  practices  of  the  banking  system  in  a 
manner  to  overcome  those  types  of  problems  which  are  really  a 
function  of  human  nature.  You  are  not  going  to  change  them.  You 
just  have  to  deal  with  them.  The  problem  is  to  deal  with  them  as 
best  we  can. 

Mr,  Vento.  Let's  talk  about  some  of  the  numbers. 

You  know,  the  banks  are  far  better  capitahzed,  have  much  more 
capital  than  investment  bankers  or  insurance  companies.  Some 
have  proposed,  of  course,  that  they  work  together,  which  would  in 
essence  mean  that  the  banks,  as  they  did  in  Canada,  may  well  ab- 
sorb the  investment  banking  industry. 
/  You  point  out  that — and  you  might  want  to  expand  on  this,  and 
/  I  think  that  that  is  my  projection. 

\  My  prediction  is  that  these  investment  banks  could  become  whol- 
ly owned  by  the  financial  institutions.  You'd  no  longer  have  the 
sort  of  independent  entity  as  an  investment  banker  in  terms  of  its 
function,  and  then  there's  a  bias  toward  loans. 

You  in  fact  point  out  that  in  the  German  market  for  example, 
they  have  a  very  weak  equity  market  in  terms  of  sales  of  stocks 
and  bonds  and  underwriting  paper. 

Can  you  expand  on  that  and  what  the  policy  path  might  look  like 
in  terms  of  extrapolating  what  the  structure  might  be  in  terms  of 
ownership  patterns  between  investment  bankers  and  commercial 
banks  in  the  future,  even  the  various 

Mr.  Greenspan.  You  mean  in  the  United  States? 

Mr.  Vento.  Yes,  right  here,  and  then  what  it  means  to  the  mar- 
ketplace. I  mean  that's  actually  what  we  need  to  have. 

Mr.  Grep:nspan.  Yes.  It's  difficult  to  know  exactly  how  the  sys- 
tem will  be  restructured. 
—.  The  more  important  issue,  Congressman,  is  basically  to  recognize 
)^^  that  the  nature  of  the  financial  products  which  we  are  producing 
in  this  country  are  becoming  increasingly  homogeneous  in  the 
sense  that  the  types  of  products  which  we  used  to  beheve  were 
commercial  bank-type  products  and  the  types  of  products  which 
were  investment-type  products  are  becoming  increasingly  less  obvi- 
ous to  differentiate. 

So  what  we  are  beginning  to  see  is  that  as  the  sophistication  of 
the  system  increases,  everybody  is  getting  into  everybody  else's 
business,  which  is  not  bad.  It's  creating  increasing  competition,  in- 
creasing efTiciency,  and  very  significantly  helping  the  consumer 
with  respect  to  his  financial  services  requirements. 

So  we're  going  to  see,  inevitably,  various  different  types  of  merg- 
ers going  on  and  that's  good,  not  bad,  because  it  improves  the  com- 
petitiveness of  the  system  and  I  think  that  as  the  years  go  on,  if 
some  significant  change  of  the  type  that  is  being  discussed  today 
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occurs,  the  efficacy  of  the  American  financial  system  will  improve 
very  significantly. 

Mr.  Vento.  Well,  Mr.  Chairman,  so  long  as  it  doesn't  freeze  the 
configuration  of  what  those  instruments  are  but  freezes  it  in  place 
because  if  you  eliminate  the  factor  of  change,  that  would  be  a  dif- 
ferent factor. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Vento. 

Mrs.  Roukema. 

Mrs.  Roukema.  Mr.  Chairman,  I  noted  in  your  testimony  your 
very  coherent  and  cogent  assertions  regarding  the  competitive — 
global  competitiveness  and  needs  for  the  fmancial  market  In  my 
own  language  I  call  it  the  financial  grid.  You  explained  that  quite 
nicely. 

But  now  with  the  revelations  concerning  Barings,  whether  it's 
derivatives  or  other  matters,  but  mainly  the  focus  is  on  the  deriva- 
tives aspect  of  it,  can  you  put  that  in  the  context  of  how  we  deal 
with  these  international  financial  matters  in  a  new  environment 
with  the  proposed  legislative  changes  that  you  have  recommended? 

How  do  we  avoid  financial  collapse  in  this  international  financial 
grid,  specifically  derivatives  or  any  other  instruments  that  we 
might  not  have  yet  focused  on? 

Mr.  Greenspan.  Congress  woman,  one  of  the  times  I  was  up  here 
in  recent  weeks  I  was  confronted  with  precisely  the  same  question 
in  a  different  context. 

Mrs.  Roukema.  Yes,  I  think  you  were. 

Mr.  Greenspan.  The  answer  is  going  to  be  pretty  much  the 
same. 

What  we  are  dealing  with  is  because  of  computer  and  tele- 
communications technology  we  are  observing  a  very  rapidly  ex- 
panding, increasingly  sophisticated  financial  system  intemationally 
whose  bottom  line  basically  is  that  it  will  improve  the  standards 
of  living,  indeed  has  already  improved  the  standards  of  living  of  all 
concerned,  but  it  has  the  same  characteristic  of  moving  financial 
products  around  the  world  veiy  rapidly  to  be  of  help. 

It  also  has  the  capability  of  moving  mistakes  around  the  world, 
which  could  be  a  problem. 

The  basic  concern  that  I  have  is  that  we,  the  supervisors,  both 
in  the  United  States  and  our  counterparts  abroad,  become  increas- 
ingly aware  of  the  rapidity  in  which  the  system  moves  and  the  ca- 
pability of  individuals  doing  huge  things  relative  to  what  they  were  ~ 
able  to  do  previously. 

In  other  words,  the  most  recent  example  of  this  last  week  in 
Barings  is  a  very  interesting  case,  not  because  it's  a  particularly  / 
new  product — I  mean  futures  markets  in  organized  exchanges  have 
been  around  for  a  very  long  period  of  time  and  stock  index  futures, 
which  is  the  base  of  what  has  been  going  on  here,  have  been 
around  for  more  than  a  decade. 

The  basic  issue  is  that  the  technology  has  gotten  so  sophisticated 
that  you  can  do  huge  amounts  of  things  by  pressing  a  few  buttons, 
transmitting  a  few  instructions,  and  creating  vast  types  of  trades, 
which  one  could  not  have  done  a  generation  ago. 

What  this  tells  us,  indeed  it's  nothing  new — we  have  been  aware 
of  this  phenomenon — is  that  we  have  to  become  acutely  aware  that 
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the  size  of  the  markets  are  much  larger  and  because  of  technology 
individual  traders  have  the  capabiHty  of  engaging  far  more  vastly 
than  ever  before  and  it  is  that  which  we  must  oe  acutely  aware  of. 

Mrs.  ROUKEMA.  Well,  given  that,  how  in  this  legislation — it 
seems  to  me  that  puts  a  tremendous  burden  on  the  Fed.  How  does 
the  Fed  anticipate  that  before  the  collapse  happens? 

Mr.  Greenspan.  First  of  all,  we  should  not  presume  that  we  are 
going  to  eliminate  individual  types  of  mistakes.  I  mean  three  were 
enunciated  earlier,  namely  where  individual  actions  created  very 
major  impacts  upon  individual  institutions. 

That  is  going  to  continue  and  it  is  going  to  continue  basically  be- 
cause the  technology  is  there  for  that  to  happen  and  it  is  going  to 
happen  on  occasion. 

What  we  have  to  be  careful  about  is  to  make  certain  that  it  does 
not  become  systemic,  and  it  is  not  a  solution  to  believe  that  we  can 
find  some  legislative  vehicle  which  basically  says  "Thou  shalt  not 
do  that." 

Unless  you  want  to  reverse  technology,  unless  you  want  to  re- 
verse knowledge  and  move  the  clock  back,  it's  not  capable  of  being 
eliminated.  Human  nature  is  going  to  do  what  human  nature  has 
always  done,  bad  things  on  occasion.  Our  job  is  to  prevent  that 
from  becoming  systemic. 

It  is  the  job  of  the  individual  institutions  through  internal  con- 
trols to  make  certain  that  they  don't  lose  their  capital  as  a  con- 
sequence, as  indeed  happened  over  this  last  weekend. 

Mrs.  RouKEMA.  Well,  that's  a  lot  to  think  about,  whether  we  can 
supplement  or  coordinate  what  you  are  doing  through  statutory  re- 
quirements or  whether  we  totally  under  this  tremendous — greater 
economic  concentration  whether  we  can  leave  it  to  the  Fed  or  some 
other  entities  to  set  up  the  structures  which  may  or  may  not  be 
adequate  now. 

Mr.  Greenspan.  If  I  could  think  of  improvements  that  could  be 
made  either  with  other  supervisors,  regulators  or  other  legislation, 
I  would  be  forthcoming  as  quickly  as  I  knew  how  before  this  com- 
mittee to  hope  that  such  legislation  would  be  enacted. 

Mrs.  Roukema.  We'll  count  on  you  for  that. 

Chairman  Leach.  Thank  you  Mrs.  Roukema. 

Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman. 

I  would  like  to  continue  on  the  gentlelady  from  New  Jersey's  very 
fine  questions. 

In  alt  due  respect,  Mr.  Chairman,  I  think  you  have  passed  over 
the  major  point  here.  Sure,  if  Barings  fails,  it  goes  down.  The  peo- 
ple who  invested  in  Barings  lose  money.  Although  1  have  to  scratch 
my  head  and  say,  you  know,  this  is  not  just  an  individual  because 
how  did  one  individual,  how  was  he  allowed  to  risk  more  capital 
than  the  firm  had?  That  goes  to  systemic  risk. 

Yesterday  I  called  up  four  or  five  people  in  the  financial  industry 
that  I  know  and  1  said  do  you  think  the  firms  in  the  United  States 
have  different  kinds  of  checks  than  Barings  did  so  that  one  individ- 
ual could  not  risk  more  than  the  entire  capital  of  the  firm? 

I  hate  to  tell  you  the  answers  I  got  were  disconcerting.  It's  not 
that  they  said  yes  and  it's  not  that  they  said  no.  Basically,  reading 
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the  answers  I  got,  they  said,  well,  we're  not  sure,  we  hope  so,  but 
we're  not  sure. 

That,  to  me,  gets  to  the  point — I  mean  I  think  when  you  have 
these  instances  it  is  not  just  one  individual  because  individuals  will 
always  make  mistakes.  That's  how  capitalism  is  and  should  be — 
live  by  the  capitalist  sword,  die  by  the  capitalist  sword — fme  with 
me,  its  a  great  system. 

But  when  the  firms,  when  the  technology  is  such  that  the  28- 
year-old  trader  knows  more  about  what  he  is  risking  than  the  55- 
year-old  chairman  of  the  company  or  the  48-year-old  COO,  whidi 
happened  at  Barings,  always  regarded  as  one  of  the  most  conserv- 
ative, best  managed  firms  not  only  in  the  United  Kingdom  but  the 
world,  something  systemic  is  the  problem.  It  is  the  technology.  We 
can't  turn  the  clock  back,  of  course,  that's  a  straw  horse,  but  it's 
that  technology  has  gotten  so  far  ahead  of  things  that  there  aren't 
good  controls,  and  so  my  question  to  you  is,  given  that  and  given  v 
Die  fact  that  we  should  let  firms  fail,  isn't  the  big  question  what  \ 
do  the  taxpayers  have  at  risk? 

What  about  insured  deposits  and  given  the  fact  that  we  know  so 
little  about  why  a  Barings  could  happen  and  why  a  Kidder-Peabody 
could  happen  and  why,  bet  my  bottom  dollar,  there  will  be  five 
more  of  tnese  in  the  next  2  or  3  years,  why  they  will  happen,  why 
are  we  going  to  possibly  put  insured  deposits  at  risk  when  we  do 
these  kinds  of  things? 

That  is  my  problem  because  if  this  were  a  bank,  if  Barings  were 
a  United  States  bank,  right  now  the  taxpayers  would  have  been  at 
risk. 

I  don't  care  about  the  investors.  That's  their  business,  but  it 
would  have  been  the  taxpayers,  and  I  have  no  guarantee,  maybe 
you  do,  that  one  of  our  major  banks  has  a  kind  of  system  where 
no  one  or  all  these  traders  together  aren't  risking  on  one  bet  or  two 
bets  an  amount  greater  than  the  capital  of  the  bank. 

Mr.  Grep:nspan.  Congressman,  let  me  first  say  this.  There's  a 
definitional  question  of  what  the  term  "systemic"  is  being  used  for. 

I  am  using  it  in  a  somewhat  different  context  than  you  are.  What 
I  mean  by  systemic  is  that  when  an  institution  fails  the  contagion 
of  that  failure  creates  financial  problems  for  the  international  or 
domestic  financial  system  as  a  whole. 

It  is  true  that  there  are  other  types  of  systemic  failures.  That's 
a  diflFerent  use  of  the  term. 

Mr.  ScHUMER.  Fine,  I  accept  your  definition,  but  I  would  say  we 
have  failures,  systemic  failures  meaning  widespread.  There's  pos- 
sible widespread  Barings  that  could  occur  because  of  the  lack  of 
checks  within  each  firm. 

Mr.  Greenspan.  Let  me  say  this 

Mr.  ScHUMER.  Is  there? 

Mr.  Greenspan.  To  the  extent  that  there  are  breakdowns  in  the 
controls  within  a  specific  firm  it  obviously  has  a  major  effect  on  the 
firm.  It  might  have  a  broader,  systemic  effect,  for  example  the  way 
Drexel-Bumham  did. 

Mr,  ScHUMER,  Right,  Also  an  uninsured  institution. 

Mr.  Greenspan.  Sure. 

Mr,  ScHUMER.  I'd  like  you  to  address  what  happens  when  we 
deal  with  insured  institutions. 
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Mr.  Greenspan.  I  think  that — basically  I  am  very  much  con- 
cerned about  the  issue  of  making  certain  that  we  keep  the  safetv 
net  very  restricted  in  use  and  essentially  because  it  is  only  through 
the  safety  net  that  one  creates  risk  for  taxpayers. 

If  you  have  uninsured  institutions  out  there  and  institutions 
which  do  not  have  access,  for  example,  to  the  discount  window  or 
Fedwire  where  they  can  create  certain  problems  for  the  rest  of  the 
system,  then  they  are  free  to  do  whatever  they  want  and  to  go  belly 
up  if  they  so  choose,  but  the  whole  notion  with  respect  to  the  hear- 
ings that  we  have  here,  the  whole  notion  with  respect  to  how  we 
ought  to  organize  the  structure  of  institutions  that  we  have  is  to 
distinguish  Between  those  elements  which  affect  the  safety  net  and 
therefore  the  taxpayer  and  those  that  do  not. 

We  must  be  aware  that  those  that  do  not  should  be  free  to  do 
whatever  it  is  they  choose,  but  those  that  are  involved  directly  or 
indirectly  with  deposit  insurance,  with  discount  window  loans  at 
the  Fed  or  the  Fedwire  are  required  to  be  supervised  in  a  manner 
to  constrain  the  risk  to  the  taxpayer. 

Mr.  ScHUMER.  My  time  is  up  but  I  would  simply  premise,  and 
this  should  be  a  greater  discussion,  that  neither  of  the  bills  before 
us  has  any  kind  of  not  even  iron-clad  but  limited — neither  of  these 
bills  really  answers  the  question:  Are  insured  deposits  at  risk? 
We'd  better,  in  this  brave  new  world,  answer  this  question  before 
we  rush  to  endorse  any  of  those  proposals. 

I  thank  the  Chairman. 

Chairman  Leach.  I  appreciate  the  gentleman's  comments  and 
before  turning  to  Mr.  Bereuter  let  me  also  say  on  the  committee's 
docket  this  year  is  going  to  be  derivatives  legislation  of  another  ilk 
that  touches  on  about  10  percent  of  the  gentleman's  concerns. 

Mr.  ScHUMER.  I  would  just  say  to  the  gentleman  I  appreciate 
that  but  I  am  not  focusing  on  derivatives  here  as  much  as  there 
are  going  to  be  20  new  risky  types  of  activities,  their  relationship 
to  deposit  insurance,  not  derivatives  per  se. 

Chairman  Leach.  Fair  enough.  Mr.  Bereuter. 

Mr.  Bereuter.  Thank  you,  Mr.  Chairman.  Chairman  Greenspan, 
thank  you  very  much  for  your  testimony. 

Picking  up  on  the  comments  started  by  the  question  by  Mrs. 
Roukema,  we  have  already  a  highly  integrated  global  business  sys- 
tem and  we  have  a  highly  developed  instantaneous  communication 
technology  system  to  support  it. 

It  seems  to  me  that  has  all  kinds  of  troubling  implications  for 
central  bankers  but  we  also  have  the  difficulty  that  we  have  nation 
states  and  we  have  a  whole  array  of  central  bankers,  and  if  we 
can't  block  technology,  and  we  have  agreed  to  that  among  ourselves 
here  in  the  last  few  minutes,  doesn't  it  mean  that  we  have  to  have 
the  technological  capabilities  among  the  nation  states'  central 
bankers  and  other  kinds  of  financial  regulators  of  those  major 
countries  to  deal  with  the  problems  that  can  reverberate  around 
the  whole  globe? 

We  don't  have  that.  I  don't  see  the  potential  for  having  it  in  the 
near  future,  and  doesn't  that  suggest  therefore,  among  other 
things,  that  perhaps  the  best  we  can  do  is  to  have  compart- 
mentaiization  so  that  we  limit  the  damage  until  we  have  an  inte- 
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grated  system  on  the  regulators'  side,  the  central  bankers'  side,  to 
match  the  emerging  global  economy? 

Mr,  Greenspan.  Congressman,  I  testified  previously  on  the  very 
tricky  question  that  you  are  raising. 

What's  becoming  clearer  is  that  as  a  consequence  of  the  in- 
creased computer  and  technological  sophistication  the  old  conven- 
tional procedures  that  central  banks  and  other  examiners  of  banks 
used  to  be  involved  with  is  no  longer  going  to  be  adequate  in  the 
21st  century. 

It  used  to  be  that  at  the  close  of  business  you  had  one  specific 
balance  sheet.  You  could  examine  it.  It  wasn't  all  that  difficult. 
What  we  now  have  is  very  complex  and  sophisticated  processes  of 
the  large  international  banking  institutions,  which  create  extraor- 
dinarily complex  possibilities  of  market  risk  and  what  we  are 
doing,  we  and  our  counterparts  abroad,  is  looking  more  at  the  proc- 
ess of  the  way  those  models  are  developed  within  the  institution  so 
that  the  risk  management  is  not  an  issue  of  our  coming  in  after 
the  fact  and  looking  at  what  they  did,  but  we  try  to  focus  very  spe- 
cifically to  ensure  that  the  procedures  that  these  large  institutions 
are  involved  with  are  adequate  and  sensible  for  constraining  risk 
within  the  firm. 

That  in  my  judgment  is  the  direction  in  which  bank  supervision 
inevitably  is  going  to  be  moving. 

Mr.  Bereuter.  Thank  you.  Now  if  we  repeal  or  reform  Glass- 
Steagall,  almost  necessarily  this  would  give  the  Fed  power  over  the 
securities  industry.  That  follows,  it  seems  to  me,  but  as  a  central 
banker  are  there  reasons  why  you  today,  your  institution,  in  this 
global  economy  to  pursue  its  responsibilities  as  a  central  banker, 
not  as  a  regulator,  should  have  power  over  the  securities  industry? 

Mr,  Greenspan,  No,  I  don't  think  that  we  consider  that  nec- 
essary. What  we  consider  necessary  basically  is  for  us  to  have  a 
general  umbrella  supervision  over  large  international  banks  and  a 
sufficient  spread  across  smaller  institutions,  even  some  community 
banks  as  we  do  now  to  give  us  a  sense  of  the  way  our  system 
works. 

The  ability  that  we  have  to  interface,  for  example,  with  the  Secu- 
rities and  Exchange  Commission  and  to  talk  to  these  other  invest- 
ment banking  institutions  which  are  relatively  few  in  number  so 
far  as  our  systemic  concerns  are  concerned,  has  been  adequate  in 
our  judgment  and  we  don't  perceive  the  necessity  of  our  gaining 
any  regulatory  foothold  in  any  of  these  large  institutions. 

Basically  we  need  additional  information,  but  we  seem  to  be  able 
to  get  that  and  certainly  the  Securities  and  Exchange  Commission 
is  endeavoring  to  pick  up  the  types  of  information  that  we  think 
are  necessary  and  we  find  our  ability  to  share  with  them  is  more 
than  adequate  for  this  purpose. 

Mr.  Bereuter.  Chairman,  I  wonder  if  you  could  tell  us  if  there 
are  any  benefits  to  U.S.  banks  doing  business  overseas  by  the  re- 
peal of  Glass-Steagall? 

Mr.  Greenspan.  You  mean  our  banks 

Mr.  Bereuter.  Our  banks.  It's  obvious  what  the  advantages  will 
be  for  foreign  banks  in  the  United  States. 

Mr.  Greenspan.  Yes.  Off  the  top  of  my  head  the  initial  response 
is  no,  in  the  sense  that  so  far  as  functions  are  concerned  they  can 
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Operate  in  the  context  of  the  particular  laws  which  are  involved  in 
the  coantries  in  which  those  branches  are  located. 

To  the  extent,  however,  that  the  removal  of  Glass-Steagall  en- 
hances the  financia]  capability  of  the  domestic  firms,  which  means 
that  it  can  be  of  greater  assistance  to  the  foreign  affiliates,  to  that 
extent  I  think  it  will  be  helpful. 

Chairman  Leach.  Thank  you.  Mr.  Kennedy. 

Mr.  Kennedy.  Thank  you,  Mr.  Chairman. 

Chairman  Greenspan,  just  a  point  that  sort  of  extends  the  issues 
that  were  brought  up  in  the  last  few  questions.  Wasn't  it  like  1989 
that  you  allowed  in  some  way  or  another  one  of  the  big  Chicago 
trading  houses  access  to  the  Fed  when  the  market  dropped  about 
100  pomts  or  something  in  one  day?  Didn't  you  allow  them— didn't 
you  pump  some  money  into  one  of  those? 

Mr.  Flake.  You  mean  investment 

Mr.  Kennedy.  Yes,  it's  like  some  kind  of— I  think  it  was  a  firm 
that  was  trading  in  some  sort  of  futures  markets  or  something  like 
that? 

Chairman  Leach.  If  the  gentleman  will  yield,  I  think  you  are 
talking  about  First  Options  and  Continental  Illinois,  but  I  may  be 
mistaken. 

Mr.  Greenspan.  Yes,  I  think  that  you  are  referring  to  the  First 
Options  issue,  which  we  were  not  involved  with — First  Options  was 
a  sub  of  the  bank. 

Mr.  Kennedy.  OK,  but  did  you  allow  some  Federal  funds  access 
to  a  non-deposit  FDIC  insured  institution? 

Mr.  Greenspan.  Not  to  my  knowledge,  no. 

Mr.  Kennedy.  Mr.  Chairman,  is  that  your  understanding? 

Chairman  Leach.  That's  my  understanding  as  well.  There  are 
arguments  regarding  whether  Continental  may  or  may  not  have 
exceeded  its  authority  and  it's  one  of  the  issues  regarding  whether 
or  not  you  have  a  sub  versus  a  holding  company  structure  but  the 
Federal  Reserve  Board  itself  did  not,  to  my  understanding,  pump 
any  funds  in. 

Mr.  Kennedy.  Were  you  aware  at  the  time.  Chairman  Green- 
span— thank  you,  Chairman  Leach,  for  that  clarification — were  you 
aware  at  the  time,  Mr.  Greenspan,  that  Continental  might  have 
been  providing  funds  to  a  sub  in  excess  of  its  limit? 

Mr.  Greenspan.  My  recollection  is  that  we  were  quite  aware  of 
the  First  Options  issue,  what  was  going  on  in  First  Options,  if 
that's  what  you  mean — well,  at  least  that's  my  recollection.  I  re- 
member many  telephone  calls  on  the  subject. 

Mr.  Kennedy.  I  would  imagine  that  one  would  have  stuck  with 
you  but  anyway 

Chairman  Leach.  If  the  gentleman  would  yield 

Mr.  Kennedy.  Yes. 

Chairman  Leach.  I  think  structurally  and  regulation-wise.  Con- 
tinental was  under  OCC  regulation  and  perhaps  FDIC  partial  con- 
trol at  the  time,  but  the  Fedwas  a  step  back  from  those. 

Mr.  Kennedy.  But  I  think  the  Chairman  would  recognize  that 
the  point  I  am  trying  to  make  is  that  there  was  a  firm,  there  was 
a  bank  that  had — I  guess  it  owned  a  subsidiary.  The  subsidiary 
overstepped  its  limits  and  the  bank  used  its  ability  to  get  Federal 
funds  to  then  extend  credit  in  some  way. 
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Listen — I  got  the  big  guys  shaking  their  head  yes  and  one  guy 
shaking  their  head  no  Mhind  you,  but  it's  something  along  those 
lines,  all  right?  [Laughter.] 

Mr.  Greenspan.  No,  what  it  was  as  I  recall  is  that  Continental 
put  more  capital  into  First  Options  than  it  was  legally  capable  of 
doing 

Mr.  Kennedy.  And  you  knew  that? 

Mr.  Greenspan.  No.  This  was,  as  I  think  the  Chairman  pointed 
out,  this  was  the  OCC's  operation  and  that  we  were  informed  about 
it  after  the  fact  by  the  bank. 

Mr.  Kennedy.  OK.  Well,  I  guess  that  would  make  the  point  that 
I  am  trying  to  make  even  more  clear,  which  is  that  you  didn't  know 
it  and  it  still  happened. 

Mr.  Greenspan.  Sure.  Absolutely.  If  you  are  telling  me  that 
there  are  violations  of  the  law  that  we  are  not  aware  of  before  it 
happens  or  when  it  happens,  I  agree  with  that. 

Mr.  Kennedy.  I  am  not  talking  about  sort  of  a  general  violation 
of  the  law,  Mr.  Chairman,  I  am  talking  about  the  fact  that  deposit 
insurance  money  was  used  to  pierce  through  what  is  supposed  to 
be  a  firewall  between  the  bank  and  an  options  company. 

Mr.  Greenspan.  Yes. 

Mr.  Kennedy.  And  so  the  implication  is  that  if  that  could  occur 
way  back  when,  there  is  a  very  severe  problem  that  no  matter  how 
you  design  these  different  firewalls  there  is  going  to  be  some  way 
where  you  might  not  even  be  aware  that  these  institutions  are 
going  to  be  able  to  rob  from  Peter  to  pay  Paul. 

I  just  raised  that,  you  know,  I  really  wanted  to  ask  you  about 
CRA  and  that  yellow  light  is  on,  so  I  want  to  come  back  and  ask 
you  about  CRA.  I  raised  it  because  I  have  a  basic  concern  that  the 
way  we  have  structured  these  firewalls  does  not  end  up  providing 
the  kind  of  protection  to  the  American  taxpayer  that  we  need  to  if 
we  are  going  to  allow  the  breakdown  of  Glass-Steagall. 

Let  me  just  ask  you,  because  I  am  going  to  run  out  of  time,  could 
vou  just  comment,  please,  sir,  in  addition  to  maybe  answering  that 
briefly  what  your  feeling  is  on  CRA  with  regard  to  this  expansion 
of  powers  as  well? 

Mr.  Greenspan.  Well,  as  far  as  I  am  concerned,  and  nowhere  in 
this  legislation  is  CRA  affected — I  assume  that  is 

Mr.  Kennedy.  And  you  would  endorse  a  policy  that  would  not 
allow  CRA  to  be  weakened  at  all  if  this  legislation  is  going  to  move 
forward? 

Mr.  Greenspan.  So  far  as  I  know  the  CRA  is  a  statute  which  is 
unaffected  by  this  legislation. 

Mr.  Kennedy.  That's  not  what  I  just  asked  you,  though. 

Mr.  Greenspan.  And  therefore  must  be  adhered  to  according  to 
the  law. 

Mr.  Kennedy.  And  you  would  endorse  that? 

Mr.  Greenspan.  Certainly. 

Mr.  Kennedy.  Thank  you.  Thank  you,  Mr.  Chairman.  I  would 
also  like  to  hear  the  answer  to  the  first  question,  but  what  the 
heck,  OK.  Next  round.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  The  Federal  Reserve  Chairman  has  said  the 
law  is  the  law. 
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Mr.  Kennedy.  He  went  beyond  that.  Wait  a  second.  He  endorsed 
the  CRA.  Didn't  you  hear  that?  [Laughter.] 

Chairman  Leach.  Let  me  turn  to  one  of  the  truly  distinguished 
leaders  of  this  philosophical  debate,  Mr.  Baker. 

Mr.  Baker.  Mr.  Chairman,  I  think  I  understand  your  philosophic 
view  of  markets  and  how  they  function  and  I  understand  your  ad- 
monition to  move  with  caution. 

I  would  simply  point  out  that  for  the  better  part  of  62  years  we 
have  been  very  cautious  and  not  moved  at  all,  that  simply  taking 
a  step  at  this  moment  might  not  be  sufficient.  We  might  at  least 
talk  about  going  for  a  walk. 

In  that  regard,  let  me  sort  of  describe  what  I  think  is  the  nature 
of  the  universe  very  generally,  and  then  I  will  ask  just  one  simple 
question. 

Let's  assume  for  the  moment  there  might  be  a  large  software  cor- 
poration in  America  today  that  provides  the  capability  to  execute 
Internet  wire  transfers  between  financial  institutions.  I  would  call 
that  a  financial  service. 

But  assume  for  a  moment  that  they  also  have  the  ability  to  sell 
at  retail  attractive,  cute  little  entertainment  software.  That  might 
happen.  Are  they  a  financial  service  corporation  or  are  they  in  com- 
merce? What  about  a  large  national  insurance  company,  which  I 
happen  to  believe  to  be  a  financial  service,  which  would  also  own 
a  national  real  estate  brokerage  firm. 

If  they  were  to  participate  in  either  the  bank  subsidiary  activity 
or  a  holding  company  activity,  should  that  insurance  company  as 
a  financial  interest  have  to  divest  itself  from  its,  quote,  commercial 
enterprise  of  real  estate  brokerage? 

How  about  if  a  national  credit  card  issuer,  also  I  believe  to  be 
a  financial  service,  happened  to  be  engaged  in  the  travel  business 
and  sold  suitcases  and  rented  cars?  That  could  happen.  Is  that 
really  a  financial  service  corporation  or  are  they  in  commerce? 

Now  obviously  these  things  couldn't  happen  in  today's  world  be- 
cause if  you  had  the  blending  of  finance  and  commerce,  you  would 
have  cause  for  great  systemic  risk,  concentration  of  economic 
wealth — all  those  bad  things  might  possibly  occur. 

In  reality  they  are  occurring  and  today  there  is  no  more  distinc- 
tion between  financial  services  and  commerce  than  there  is  be- 
tween a  small  fire  and  a  forest  fire.  They  are  of  the  same  type  and 
source.  The  question  is  how  do  we  control  the  fire. 

Do  we  have  the  tools  adequate  to  put  it  out  if  it  gets  too  big,  or 
do  we  simply  let  it  sit  there  quietly  and  glow  inside  a  light  bulb 
on  the  wall? 

I  think  that  really  is  the  issue  that  is  before  the  committee.  It 
is  not  whether  in  reality  commerce  and  finance  have  been  blended. 
That  happens  now.  This  is  not  a  new  thought.  We  are  not  entering 
into  a  new  economic  laissez  faire  era  where  we  are  now  going  to 
open  the  doors  for  the  first  time  and  let  bright  people  meet  market 
demand  with  innovative  products.  Thank  goodness,  that  still  hap- 
pens in  America.  What  we  are  focused  on,  I  think,  is  how  to  allow 
the  free  enterprise  market  to  work  with  the  least  amount  of  unrea- 
sonable and  costly  regulation  and  yet  insulate  taxpayers  from  unto- 
ward, unwarranted  risk.. 
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If  we  were  able  to  constmct  such  a  system,  assume  for  the  mo- 
ment that  we  could  fmd  a  way  to  insulate  taxpayers  from  those  un- 
reasonable business  exposures  allowing  the  affiliates  or  others  to 
participate  in  whatever  business  judgments  they  might  make,  do 
you  truly  have  a  philosophical  aversion  to  the  blending  of  com- 
merce and  finance  or  is  it  a  practical  concern  as  to  the  regulatory 
implications? 

Mr.  Greenspan.  Congressinan,  the  reason  that  we  think  the 
mei^ng  of  commerce  and  banking  at  this  time  is  probably  not  de- 
sirable is  clearly  not  a  statement  of  philosophical  adverseness. 

Indeed,  I'll  go  further  than  you  did  in  one  respect,  that  as  we 
move  into  the  21st  Century  the  basic  definitions  of  what  we  have 
with  respect  to  financial  products  and  industries  is  going  to  change. 

The  standard  industrial  classification  which  we  now  have  and 
which  we  use  to  separate  various  different  statistical  classifications 
like  SIC— 20  is  food  and  21  is  tobacco — I  mean  what  we  are  going 
to  find  as  we  get  into  the  21st  Century  is  that  a  number  of  these 
particular  classifications  which  we  have  all  held  sort  of  rigidly  on 
what  is  manufacturing,  what  is  non-manufacturing,  it's  all  going  to 
start  to  go  away  because  the  question  essentially  is  at  the  moment 
when  we  produce  some  very  small  piece  of  silicon-based  product, 
we  call  that  manufacturing  but  it  may  be  that  the  value  added  is 
99  percent  the  program,  and  the  question  is,  is  that  a  service  or 
is  that  a  physical  product? 

The  answer  is  that  it  is  both.  The  question  of  what  is  a  futures 
and  what  is  a  security,  which  is  so  heavily  involved  in  the  law  with 
respect  to  jurisdictions  between  the  CFTC  and  the  SEC,  that  is  be- 
coming increasingly  meaningless  as  classifications. 

My  own  judgment  is  as  the  economy  evolves,  it  is  going  to  be- 
come increasingly  difficult  to  find  out  where  is  commerce,  where  is 
banking,  where  is  finance. 

It's  going  to  be  an  ever  increasingly  complex  system.  I  think  the 
principle  that  we  have  to  be  involved  with  is  the  one  that  I  stipu- 
lated before  and  you  reiterated:  How  do  we  protect  the  taxpayer  in 
the  structure  of  a  financial  system  as  distinct  from  who  does  what 
and  how  it  is  done, 

Mr.  Baker.  And  that  was  my  point.  If  we  can  limit  risk,  it's  not 
ill-advised. 

Mr.  Greenspan.  It  is  not  ill-advised.  I  only  say  that  it  is  prob- 
ably not  advisable  now  because  we  ought  to  take  one  big  chunk, 
and  going  to  financial  services  holding  companies  and  integrating 
the  system  is  a  very  major  step.  In  my  judgment,  having  done  that 
I  think  we  ought  to  wait  and  see  how  the  system  evolves  and  move 
further. 

I  have  no  philosophical  adverse  reaction  to  the  notion  of  combin- 
ing various  different  aspects  of  business,  largely  because  it  is  going 
to  become  increasingly  difficult  to  figure  out  what  I  am  talking 
about.  [Laughter.] 

I  do  think  that  it's  probably  wise  as  a  practical  matter  to  move 
in  steps  rather  than  to  try  to  move  fully  without  being  able  to  get 
a  sense  of  where  we  are. 

Chairman  Leach.  The  gentleman's  time  has  expired. 
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I  would  just  caution  all  of  us,  if  the  Chairman  of  the  Federal  Re- 
serve Board  doesn't  know  what  he  is  talking  about,  we're  all  in  a 
pickle  but  I  appreciate  his  observations. 

Mr.  Flake. 

Mr.  Flake.  Thank  you  very  much,  Mr.  Chairman  and  greetings 
again,  Mr.  Greenspan, 

One  of  the  questions  that  I  still  have  relates  to  where  we  go  with 
the  banking  industry  as  a  whole,  markets.  I  just  saw  an  article  in 
the  American  Banker  today  that  talks  about  the  fact  that  Citibank, 
which  is  one  of  the  largest  banks  in  the  world,  will  not  be  serving 
what  it  calls  the  middle  market. 

Considering  what  we  anticipate  for  the  end  of  this  year  in  rela- 
tionship to  the  resolution  of  the  BIF/SAIF  question  and  realizing 
that  thrifts  in  so  many  instances  serve  that  lower  segment  of  the 
market  that  many  commercial  banks  and  others  really  don't  see  as 
a  part  of  their  territory.  They  don't  do  business  in  those  commu- 
nities. 

In  many  instances  thrifts  are  the  only  institutions  that  are  left. 
Commercials  have  already  left  those  communities,  so  that  the  larg- 
est percentage  of  those  home  mortgages,  the  largest  percentage  of 
many  of  those  small  businesses  that  survive  because  they  are 
there. 

You  and  I  have  had  some  discussion  before.  I  am  just  gravely 
concerned  about  the  impact  if  we  do  not  find  a  way  to  resolve  this 
inequity  before  we  get  to  the  end  of  the  year. 

I  have  seen  some  of  your  statements,  yet  I  have  not  seen  really 
a  clear  plan  or  a  clear  direction  that  you  may  give  us  as  it  relates 
to  how  we  might  assure  that  this  phase  of  the  industry  survives 
or  even  as  we  talk  about  Glass-Steagalt  and  what  it  means  to  the 
whole  of  the  banking  industry  with  the  realization  that  if  there  is 
a  problem  in  any  segment  of  it  the  average  person  does  not  see  it 
as  BIF  or  SAIF  or  commercial  or  thrift.  They  just  see  the  whole  in- 
dustry in  trouble. 

I  would  just  like  to  have  your  comments  in  terms  of  how  you 
think  we  might  be  able  to  resolve  this  what  I  consider  to  be  a  po- 
tential crisis. 

Mr.  Greenspan.  Yes.  As  we  have  discussed  previously.  Congress- 
man, this  is  a  very  difiicult  issue  to  resolve  and  it  is  an  issue  basi- 
cally of  Congress  confronting  how  the  various  different  options  that 
will  be  presented  to  you  work  their  way  out. 

We  ourselves  have  not  come  up  with  a  simple  solution.  There  is 
no  simple  solution.  It's  just  a  question  of  how  to  close  the  BIF/SAIF 
problem. 

There  are  obviously  those  who  believe  there  is  no  such  problem. 
My  own  view  is  I  think  there  is  a  problem.  How  significant  it  is 
is  an  interesting  issue  that  has  not  been  clarified  but  I  suspect  that 
there  will  be  hearings  before  this  committee  on  this  issue  because 
it  is  going  to  have  to  get  resolved  one  way  or  the  other,  and  I  hope 
at  that  time  we  will  be  able  to  focus  some  thought  and  resources 
on  the  question  and  be  able  to  present  to  this  committee,  and  I  sus- 
pect our  other  regulatory  colleagues  will  be  thoughtful  on  this 
question  because  T  have  seen  a  lot  of  different  potential  alter- 
natives. 
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None  of  them  struck  me  as  that's  it,  that's  the  solution.  They  all 
look  sort  of  interesting,  less  interesting,  possible,  not  possible,  too 
expensive.  There  is  nothing  that  strikes  you  in  all  the  alternatives 
that  have  been  put  forward  that  is  obviously  the  direction  in  which 
we  should  go. 

We  are  going  to  have  to  find  a  way  that  resolves  this  issue,  be- 
cause I  agree  with  you,  I  think  this  is  an  issue  that  has  got  to  be 
resolved. 

Mr.  Flake.  Given  that  most  of  us  see  you  as  a  little  bit  in  the 
super-human  category,  I  guess  one  reason  the  question  keeps  com- 
ing to  you  is  you  went  as  high  as  interesting  but  nothing  verv  in- 
teresting, nothing  that  moves  you.  If  ^ou  are  not  moved,  I  think  we 
find  ourselves  in  a  bit  of  a  quandary  m  terms  of  trying  to  find  some 
answer. 

I  guess  what  we  are  waiting  for  is  just  some  cue  from  you  of 
some  combination.  Could  it  be  that  as  we  consider  Glass-Steagall 
we  could  also  consider  joining  in  some  way  the  processes  so  that 
as  you  also  deal  with  this  issue  so  that  everybody  comes  out  with 
what  they  need  as  it  relates  to  what  we  want  to  do  in  Glass- 
Steagall  and  I  am  supportive  of  that. 

At  the  same  time,  I  am  stilt  concerned  about  that  segment  that 
may  be  left  behind  and  perhaps  this  is  the  time  to  work  through 
botn  sides  of  the  issue  at  the  same  time  and  maybe  come  to  me 
best  resolution  for  all  segments  of  the  market  that  are  going  to  be 
impacted.    . 

Mr.  Greenspan.  Congressman,  I  think  that  the  BIF/SAIF  issue 
is  fundamentally  a  budget  funding  problem  at  root.  The  Glass- 
Stefigall  repeal  is  not,  and  I  would  be  hesitant  to  try  to  add  the 
complexities  that  are  involved  in  trying  to  solve  a  budget  fiinding 
problem  into  the  Glass-Steagall  issue,  hecause  I  think  that  it  will 
probably  contaminate  both. 

They  should  be  handled  separately  but  I  do  agree  with  you  that 
there  is  a  certain  urgency  here  that  it's  got  to  be  addressed  and 
sooner  rather  than  later. 

Mr.  Flake.  "Thank  you.  I  yield  back,  Mr.  Chairman. 

Chairman  Leach.  'Thank  you,  Mr.  Flake.  Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  Good  morning.  Chairman. 

I  wonder  if  we  could  speak  about  definitions  a  little  bit. 

In  the  Chairman's  proposed  mark,  he  has  altered  the  Bank  Hold- 
ing Act — actually  he  replaced  it — modifies  the  "closely  related  to 
banking"  test  with  language  that  would  allow  activities  'Tinancial 
in  nature." 

What  does  that  mean  to  you?  What  would  be  included  in  that? 

Mr.  Greenspan.  Well,  we  have  had  enough  difficulty  with  the 
question  of  closely  related  to  banking.  When  you  start  to  get  to  the 
issue  of  what  is  financial  in  nature,  your  colleague  on  your  right 
is  going  to  say  that  is  a  very  fuzzy  concept  to  begin  with. 

What  I  think  would  be  required,  if  in  fact  this  particular  piece 
of  legislation  goes  into  law,  is  that  it  is  going  to  require  a  good  deal 
of  thought  on  our  part  and  others  who  are  involved  in  mating  that 
type  of  decision  to  find  an  operational  means  of  coming  to  grips 
with  the  issue. 

Fundamentally,  I  agree  with  Congressman  Baker  that  at  root  it 
is  very  difficult  to  make  an  exact  definition  because  once  you  have 
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done  that  you  are  going  to  find  as  the  years  go  on  it's  going  to  get 
fuzzier  and  fuzzier. 

Nonetheless  I  do  think  that  we  have  to  draw  the  line  at  least 
temporarily  as  this  process  goes  forward  and  inevitably  it's  going 
to  be  a  line  which  is  probably  going  to  be  partially  inequitable  to 
some  groups  or  some  people. 

I  hope  we  find  a  way  of  getting  clearer  definitions  and  we  will 
be  required,  obviously,  to  go  out  for  comment  and  various  different 
rulemaking  procedures.  I  think  this  will  be  true  of  the  Fed.  It  will 
be  true  of  the  Comptroller.  It  will  be  true  of  the  FDIC  so  far  as 
banking  regulatory  organizations  are  concerned,  and  we'll  just  have 
to  see  how  it  works  out. 

I  can't  give  you  an  easy  answer. 

Mr.  Lazio.  I  think  for  some  of  us  this  strikes  at  the  heart  of  the 
problem.  It's  very  difficult  to  legislate  in  this  area  unless  we  have 
an  understanding  at  least  conceptually  of  what  industry  groups  are 
implicated. 

Are  insurance  services  implicated?  Are  credit  card  services?  I 
mean  are  those  type  of  things,  are  those  financial  in  nature  in  your 
opinion? 

Mr.  Greenspan.  In  my  opinion,  yes,  in  what  you  said,  I  believe 
they  are  financial  in  nature.  When  you  get  into  real  estate  develop- 
ment, I  think  that  is  another  issue.  I  mean  it  depends  on  where 
you  start  to  draw  the  various  different  lines  and  we  would  all  draw 
them  slightly  differently,  but  I  do  think  that  95  percent  of  where 
the  lines  are  drawn,  if  I  may  put  it  that  way,  are  in  the  same  place. 

Where  the  differences  are  are  on  the  margin,  not  in  the  broad 
substance  and  so  long  as  that  is  the  case  that  while  we  do  have 
a  problem  1  don't  think  it  is  a  monumental  one  to  deal  with. 

Mr,  Lazio,  Let  me  just  ask — I  think  I  have  a  little  time  left — 
one  of  your  concerns  is  systemic  risk  and  another  has  to  do  with 
the  taxpayer  exposure  through  the  deposit  insurance,  if  I  under- 
stand you  correctly. 

To  what  extent  are  they  mitigated  through  potentially  bifurcated 
or  higher  levels  of  capital  reserves  for  certain  deposit  institutions 
that  might  be  given^I  am  talking  theoretically  right  now — be 
given  more  flexibility  to  diversify  if  they  had  higher  capital. 

Mr.  Greenspan.  I'm  sorry,  I  didn't  quite  get  it.  Would  you  give 
me  that  again? 

Mr,  Lazio.  To  what  extent  would  your  concerns  be  mitigated  if 
banks,  if  certain  banks  were  required  to  have  higher  reserve 

Mr,  Greenspan.  Capital,  you  mean, 

Mr.  Lazio.  Capital  in  order  to  diversify? 

Mr.  Greenspan.  Well,  implicit  in  all  of  these  discussions  is  that 
institutions  that  are  going  to  be  involved  in  this  type  of  thing  have 
to  have  adequate  capital  levels  which  enable  them  to  function  in 
a  manner  which  if  there  is  an  insured  banking  institution  in  the 
financial  services  holding  company  that  that  institution  is  not  at 
risk  and  that  the  taxpayer  is  not  at  risk. 

Mr,  Lazio.  Can  you  imagine  a  system  that  would  bifurcate  the 
reserve  analysis  on  the  part  of  the  Board  so  that  those  banks  that 
diversified  had  some  higher  level 
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Mr.  Greenspan.  You  are  not  referring  to  the  narrow  bank  ques- 
tion, are  you,  where  you  are  splitting  up  an  institution?  I'm  not 
quite  getting  the  question,  I'm  afraid. 

Mr.  Lazio.  Let  me  follow  up  with  you.  I  think  our  time  is  up  and 
III  follow  up  with  you  in  writing, 

Mr,  Greenspan.  OK,  I'm  sorry,  I'm  not  quite  clear  on  what 

Chairman  Leach.  Mr.  Bachus. 

Mr.  Bachus.  Thank  you,  Mr.  Chairman.  Mr.  Greenspan,  we  have 
talked  about  Glass-Steagall  reform  or  replacing  Glass-Steagall,  how 
about  the  Bank  Holding  Act,  Holding  Company  Act? 

I  read  an  article  by  William  Isaac  in  the  American  Banker — I 
don't  know  if  you  read  that — where  he  advocates  it  ought  to  be  at 
the  top  of  the  list  in  repealing. 

Mr.  Greenspan.  That  would  have  been  my  view  a  number  of 
years  ago  until  I  became  increasingly  aware  of  the  importance  of 
umbrella  supervision  for  purposes  of  maintaining  a  systemic  con- 
trol of  a  system  where  unless  there  is  umbrella  supervision  I  think 
the  system  goes  to  risk.  So  I  would  say  at  this  particular  stage  that 
whether  or  not  you  are  dealing  with  the  bank  holding  company  or 
financial  services  holding  company,  whereas  in  earlier  years  I 
would  have  thought  that  we  could  basically  by  functional  regula- 
tion essentially  endeavor  to  supervise  individual  affiliates  as  and 
when  necessary,  I  think  as  the  system  has  become  increasingly 
more  complex  and  the  type  of  global  finance  that  we  have  been 
talking  about  earlier  is  becoming  a  dominant  force  in  the  system, 
unless  you  eliminate  the  safety  net  and  the  risks  to  the  taxpayer, 
then  I  don't  see  any  alternative  to  having  some  form  of  umbrella 
supervision. 

Where  you  have  an  organization  which  doesn't  have  any  insured 
institution  in  it  or  involvement  in  the  safety  net,  then  I  think  um- 
brella supervision  is  irrelevant  and  inappropriate,  but  so  long  as 
you  have  within  that  organization  an  insured  institution  and  in- 
volvement with  the  safety  net  I  don't  see  any  way  that  we  can  pro- 
tect the  taxpayer  unless  there  is  an  element  of  umbrella  super- 
vision there,  and  that  is  largely  what  the  elements  of  the  bank 
holding  company  that  I  would  consider  that  must  be  involved  here 
rest. 

Mr.  Bachus,  Are  there  any  proposals  to  make  changes  to  the 
Bank  Holding  Company  Act  that  you  know  of  by  the  Administra- 
tion? 

Mr.  Greenspan.  Many  of  the  elements  that  are,  for  example,  in 
the  Chairman's  bill  do  significantly  alter  some  of  the  aspects  of  the 
Bank  Holding  Company  Act  and  I  would  suspect  that  virtually  all 
of  the  types  of  bills  that  we  are  seeing  including  Congressman 
Baker's  and  others  in  the  Senate  will  radically  alter  the  Bank 
Holding  Company  Act. 

Mr.  Bachus.  My  other  question,  I  was  reading  what  Eugene 
Ludwig  said  about  firewalls  and  that  if  they  are  too  rigid  they  will 
cause  some  disadvantage  to  the  banks  in  what  we  are  talking 
about — giving  them  certain  rights. 

Are  you  advocating  more  rigid  firewalls  than  the  Comptroller  or 
is  there  any  disagreement? 
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Mr.  Greenspan.  No.  Look,  my  own  view  is  that  firewalls  are  not 
as  effective  as  we  used  to  believe  or  not  I  but  say  the  Federal  Re- 
serve used  to  believe  they  were. 

I  think  that  under  stress  they  tend  to  melt  inordinately. 

They  have  some  marginal  effects  along  the  way  but  I  would  not 
be  a  strong  supporter  of  rigid  firewalls  largely  because  I  think  they 
reduce  the  synergy  that  is  so  useful  in  the  process  of  breaking 
down  Glass-Steagall  restraints  and  1  think  that  in  large  measure 
both  the  corporate  veil  and  firewalls  get  very  shaky  in  a  crisis. 
When  you  really  want  them  to  function,  they  don't. 

My  concerns  about  issues  with  respect  to,  for  example,  subsidi- 
aries of  banks  as  distinct  from  parents,  have  very  little  to  do  with 
the  firewall  question  which  a  lot  of  people  have  argued  in  favor  of 
and  more  to  do  with  the  question  of  the  subsidy  that  is  involved 
that  commercial  banks  would  move  to  the  subsidiary  of  the  bank 
as  distinct  from  the  issue  of  believing  you  can  move  institutions 
away  from  the  bank  by  erecting  significant  firewalls. 

1  am  not  altogether  convinced  how  successful  that  would  be. 

Mr.  Bachus.  Thank  you. 

Chairman  Leach.  I  thank  the  gentleman. 

Ms.  Waters. 

Ms.  Waters.  Thank  you  very  much,  Mr.  Chairman.  Mr.  Green- 
span, I  think  you  have  discussed  this  somewhat  today,  but  1  would 
just  like  to  share  with  you  that  my  concern  is  simply  the  concentra- 
tion of  economic  power.  I  am  concerned  about  little  things  like 
unity  banking,  CRA  and  consumers.  As  1  looked  and  listened  to 
this  discussion,  it  appears  that  we  may  end  up  with  financial  con- 
glomerates that  will  not  be  covered  or  regulated  in  ways  that  will 
protect  consumers. 

Does  this  concern  you  at  all?  Do  you  have  any  thoughts  about 
what  we  perhaps  could  do  to  ensure — as  we  move  toward  this  kind 
of  reform — protection  for  consumers  and  smaller  operations? 

Mr.  Greenspan.  Congresswoman,  I  think  the  kind  of  legislation 
discussed  actually  enhances  financial  services  going  to  consumers 
because,  in  fact,  it  enables  efficiencies  to  be  expanded  beyond 
where  they  are  at  the  moment. 

I  would  say,  however,  that  the  vast  proportion  of  community 
banks,  the  very  small  banks,  are  not  likely  to  come  up  with  securi- 
ties affiliates  or  a  number  of  other  elements  involved  in  the  chang- 
ing financial  services  structure. 

The  reason  is  that  they've  got  a  very  effective  business  as  it  now 
stands — they  have  a  competitive  niche  which  lai^e  companies  are 
not  going  to  be  able  to  breach.  They've  tried  in  the  past,  but  there 
is  something  about  a  small  banking  institution,  which  I've  observed 
over  the  years,  that  has  got  competitive  advantages  over  these 
larger  institutions. 

So  I  don't  see — 1  do  see  that  medium-sized  institutions  where 
middle-sized  companies  which  now  do  not  have  access  to  securities 
markets  will  be  helped,  but  I  don't  think  this  is  an  issue  for  small 
business  or  very  small  banks. 

I  think  that  they  do  what  they  do  and  they  do  it  very  well.  This 
does  not  directly  relate  to  them,  nor,  in  my  judgment,  does  it  un- 
dercut in  any  way  their  competitive  capabilities. 
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Mb.  Waters.  But,  Mr.  Chairman,  we  don't  know  what  these  new 
entities  could  be.  I  think  there  was  some  previous  discussion  about 
possibilities  that  have  not  been  thought  about.  We've  talked  about 
combinations  of  commerce  and  retail,  and  so  forth. 

My  concern  is  that  these  small  banks  who  cannot  offer  diversi- 
fied services  would  be  as  competitive  as  you  are  describing  them 
to  be  now,  and  perhaps  would  not  be  able  to  remain  at  alT  given 
this  new  configuration  of  financial  services  that  could  be  almost 
anythine. 

Mr,  Greenspan.  Remember,  that  any  institution — if  any  of  this 
legislation  gets  passed,  and  1  hope  that  something  does — any  insti- 
tution will  nave  the  capability  of  employing  various  increased  serv- 
ices if  they  so  choose. 

But  the  kind  of  services  which  small  community  banks  put  out 
are  not  the  types  of  services  which  are  a  vast  variety  of  new  types 
of  products  so  much  as  it  is  personal  banking  service  and  one-stop 
banking. 

The  basic  type  of  product  that  is  produced  there  is  not  materially 
affected  by  the  types  of  institutions  that  would  evolve  in  this  type 
of  new  regulatory  environment.  I  don't  see  how,  in  effect,  if  a  large 
commercial  bank  gets  a  securities  affiliate,  how  that  is  going  to  in- 
crease its  competitive  capability  against  a  small  community  bank 
where  there  are  personal  services,  where  the  loan  officers  may  also 
be  the  president  of  the  bank  or  vice  president,  someone  who  has 
been  around  for  many  years  and  knows  the  individuals  in  that 
community  for  years.  You  can't  compete  against  that. 

I  don't  care  how  big  you  are  or  what  type  of  economic  clout  that 
you  have.  Those,  fortunately,  are  not  the  type  of  institutions  which, 
in  my  judgment,  are  going  to  undercut  in  any  way  the  competitive 
capability  of  these  types  of  institutions  which  serve  our  community. 

Ms.  Waters.  Thank  you. 

Chairman  Leach.  I  thank  the  gentlelady. 

Mr.  Castle. 

Mr.  Castle.  Mr.  Chairman,  1  guess  my  question  or  questions  ai 
premised  upon  what  will  happen  to  the  banks  if  we  do  not 
through  some  of  the  consolidation  and  other  opportunity  changi 
that  we  are  talking  about  in  the  legislation  before  us. 

As  I  see  in  the  last  few  years  in  banking,  there  has  been  a  tre- 
mendous shift  away  from  banks,  per  se,  to  other  types  of  lending, 
be  they  international  banks  lending  here  or  other  large  corporation 
fiinding  or  the  mutual  funds  dealing  with  the  various  accounts  that 
they  have  for  individuals,  or  whatever  it  may  be. 

I  guess  my  question  is  what  is  the  impact  or  effect  on  the  U.S. 
banking  system  of  these  changed  practices?  My  impression  is  that 
if  the  banks  are  not  given  additional  opportunities  as  interest  rates 
turn  down  again,  and  so  forth,  that  it  is  going  to  be  very  hard  for 
them  to  compete  with  some  of  the  other  lending  that  goes  on  by 
other  financial  institutions.  For  that  reason,  we  need  to  look  at 
merging  some  of  these  interests  and  providing  opportunities. 

First  of  all,  you  may  not  agree  with  my  premise,  which  I  would 
be  interested  in.  Second,  I  would  be  interested  in  what  your  projec- 
tion of  the  future  ofbanking  would  be  if  we  did  not  do  this. 

Mr.  Greenspan.  Congressman,  the  so-called  net  interest  income, 
which  is  the  basic  raw  material  of  commercial  bank  intermediation. 
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has  been  going  down  as  a  share  of  earnings.  That  is,  these  and 
other  types  of  incomes  within  commercial  banks  have  been  rising 
so  that  to  date  commercial  banking,  per  se,  looked  at  in  total,  is 
not  a  declining  industry. 

But  it  is  certainly  the  case  that  where  the  types  of  shifts  are  oc- 
curring within  the  commercial  bank  from  standard  loan  products, 
where  interest  incomes  basically  come  from,  to  off-balance  sheet 
services,  various  different  types  of  for-fee  products  and  services, 
those  are  increasingly  of  a  securities-type  nature.  They've  been  able 
to  squeeze  into  that  area.  They  have  been  able,  because  of  the  Fed- 
eral Reserve,  to  put  up  section  20  affiliates  for  a  number  of  institu- 
tions— 36  actually — who  are  involved  in  this  type  of  securities 
activity. 
^  But  unless  the  system  is  opened  up,  it  is  going  to  become  in- 
creasingly more  difficult  for  commercial  banks,  under  the  legisla- 
tion under  which  they  currently  function,  to  be  adequately  competi- 
tive, to  keep  the  viability  of  those  institutions  going.  Eventually, 
they  will  start  down. 

They  have  been  able,  to  date,  to  fend  off  the  decline  that  would 
have  occurred  if  they  were  solely  involved  in  loan  products,  but 
that  is  becoming  increasingly  more  difficult  to  do,  and  unless  there 
is  a  basic  change  in  the  structure  which  we  have  been  talking 
about  today,  commercial  banking  will  increasingly  be  in  difficulty. 

Mr.  Castlk,  In  other  words,  they  sort  of  maximize  their  opportu- 
nities and  their  markets,  and  it  sort  of  squeezes  where  else  they 
can  go  now.  I  mean,  that  is  sort  of  my  view  of  what  you  are  saying 
here. 

Mr.  Greenspan.  Yes. 

Mr.  Castle.  You're  also  saying,  I  assume,  from  Chairman 
Leach's  legislation  at  least,  that  other  financial  institutions  could 
go  the  other  way.  They  could  get  into  the  banking  acquisition  prac- 
tices so  that  we  could  have  more  merged  opportunities  than  we  do 
today,  at  least  as  far  as  financial  institutions  are  concerned,  if  not 
commercial  corporations, 

Mr.  Greenspan.  Yes.  I  think  what  we  would  find  is  that  competi- 
tion becomes  increasingly  fierce,  and  the  one  thing  we  have  learned 
is  that  the  more  competition  in  financial  services,  as  indeed  else- 
where, the  better  it  is  for  consumers  because  the  types  of  products 
that  we  now  have  in  finance  are  really  quite  extraordinarily  more 
useful  and  sophisticated  than  the  one-stop  shopping  that  used  to 
be  a  notion  that  no  one  could  figure  out  how  to  do  when  the  type 
of  sophistication  that  we've  got  is  really  beginning  to  work. 

Mr.  Castle.  Thank  you,  Mr,  Chairman. 

Chairman  Leach.  I  thank  the  gentleman. 

Mr.  Orton, 

Mr.  Orton.  Thank  you,  Mr.  Chairman.  I've  been  sitting  here  2 
hours  waiting  patiently  to  ask  some  questions,  but  my  friend  from 
Pennsylvania  has  a  scheduling  problem.  So,  I  would  yield  1  minute 
to  him  to  ask  a  question  and  then  I  will  return. 

Mr.  Kanjorski.  Thank  you  very  much,  Mr.  Orton.  It  is  just  for 
the  purposes  of  excusing  myself  Because  of  a  base  closing  problem, 
I  haven't  had  the  opportunity  to  listen  to  all  of  your  testimony,  Mr. 
Greenspan.  I  am  going  to  read  that. 
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The  only  question  that  1  have  in  mind  and  1  worry  about  is  that 
we  have  to  have  a  safer  and  sounder  system,  that  we  have  to  be 
internationally  competitive,  but  1  worry  very  seriously  about  sec- 
ondary markets,  not  secondary  markets  where  we  save  funds,  but 
areas  that  aren't  as  developed  as  the  primary  coastal  areas  of  the 
United  States,  as  to  how  this  is  going  to  impact  them.  Our  experi- 
ence has  been  with  the  deregulation  of  operations  and  airlines  and  ^ 
other  things  that  have  had  an  adverse  impact  on  investment  and 
opportunity  for  growth. 

As  I  read  through  this,  I  would  only  caution  one  thing.  As  a 
ranking  Member  of  the  Capital  Market  Subcommittee,  I  hope — and 
I  urge  that  we  work  with  the  Chairman  and  my  Chairman — that 
we  really  work  on  a  bill  here  that  is  truly  bipartisan  in  nature  and 
that  meets  the  needs  of  all  the  considered  elements  in  this  matter. 
I  am  going  to  do  my  best  to  do  that,  and  I  will  forego  the  questions, 
Mr.  Greenspan. 

Thank  you,  Mr.  Orton. 

Mr,  Orton.  Thank  you. 

Chairman  Leach.  We  will  be  generous  with  Mr.  Orton's  time. 

Mr.  Orton.  Thank  you.  I  appreciate  it.  Mr.  Chairman,  it  appears 
to  me  that  the  reason  we  are  all  sitting  here  today  is  because  of 
the  issue  of  insured  deposits,  and  the  concern  of  risk  to  the  tax- 
payer funds. 

You  are  here  because  you  are  the  Chairman  of  the  Federal  Re- 
serve, which  is  one  of  the  principal  regulators  of  insured  institu- 
tions. So  I  am  led  to  agree  with  Mr.  Vento  that  the  real  issue  here 
is  one  of  the  role  of  insured  deposits. 

It  appears  to  me  that  the  way  in  which  we  guarantee  or  protect 
those  insured  deposits  is  by  managing  risk  through  regulation.  As 
we  look  at  what  we  currently  have,  it  seems  to  me  we  have  expand- 
ing concentric  circles.  We  have  banking  institutions  right  now 
which  are  eligible  for  insured  deposits  which  we  regulate.  We  have 
ownership  restrictions,  we  have  capital  restrictions,  we  have  trans- 
actional restrictions  and  so  forth  to  implement  those  regulations. 

The  Leach  bill  would  expand  that  circle  to  include  other  fmancial 
services  type  of  organizations,  including  securities,  insurance,  and 
so  forth,  but  would  again  limit  within  that  circle. 

The  Baker  bill,  as  I  understand  it,  expands  that  one  circle  fur- 
ther saying  that  we  would  allow  non-financiai  service  institutions 
such  as  commercial  entities,  and  so  forth,  to  own  and  be  involved 
in  those  transactions.  Again,  maintaining  the  circle  around  insured 
deposits  at  the  banking  institution  level. 

I  am  very  troubled  by  your  conclusion  that  firewalls  tend  to  melt, 
since  the  way  we  would  statutorily  protect  those  deposits  is 
through  firewalls  between  those  institutions.  If  firewalls  tend  to 
melt,  the  thing  that  we  are  left  to  rely  upon  to  protect  those  is  the 
regulation,  period. 

Now,  my  question  to  you  as  the  chief  regulator  is:  there  is  a 
question  whether  we  have  the  knowledge,  the  intelligence,  the 
technology,  the  resources,  the  manpower  and  so  on,  just  to  regulate 
those  banking  institutions.  And  one  example  is  the  issue  of  deriva- 
tives. My  Question  then  is,  do  you  honestly  believe  that  you  as  the 
Fed  and  oUier  regulators  have  the  technology  and  so  forth,  to  n 
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late  those  expanding  concentric  circles,  and  which  expanding  circle 
are  you  comfortable  in  going  to,  to  regulate? 

Mr.  Greenspan.  Congressman,  let  me  say  that  while  I  think  that 
firewalls  melt,  they  don't  disappear.  In  other  words,  the  point  that 
is  important  to  recognize  is  while  they  do  not  do  as  much  as  you 
think  they  do  they  do  do  something.  So  long  as  you  do  not  expect 
them  to  stand  up  rigid  under  all  stress  and  dont  regulate  in  the 
context  of  that  type  of  belief,  I  think  we  are  OK, 

In  other  words,  if  we  are  skeptical  about  how  firewalls  will  be- 
have under  stress,  that  is  good,  not  bad,  because  that  means  rec- 
ognizing that  we  then  make  certain  that  our  regulatory  insights 
and  structures  that  we  put  in  and  requirements  of  individual  insti- 
tutions take  that  possibility  into  question. 

So  I  would  say  that  firewalls  are  useful  to  have  in  the  legislation, 
provided  that  you  recognize  that  they  will  not  stand  up  uiHy.  rig- 
idly, even  though  they  will  be  sort  of  squishy  and  they  will  be  of 
some  help,  but  not  as  much  as  one  thinks  that  the  analogy  to  the 
literal  firewall  in  a  building  is. 

But  I  do  think  that  the  crucial  issue  the  we  have  confronting  us 
in  any  of  these  types  of  legislative  initiatives  is  to  make  certain 
that  the  taxpayer  is  not  at  risk,  and  that  is  something  which  in- 
volves both  the  structure  and  regulation  and  what  we 

Mr.  Orton.  I  know  my  time  is  expired,  but  I  would  hope  you 
would  at  least  respond  to  the  broader  Question  as  to  your  comfort 
level  of  the  resources,  the  technology,  tne  manpower  and  so  on  to 
regulate  those  expanding,  broader  concentric  circles. 

Mr.  Greenspan.  I  see  no  significant  difficulty  involved  in  the 
types  of  changes  that  are,  for  example,  involved  in  the  Chairman's 
bill.  I  am  a  little  hesitant  in  going  further,  not  because  I  have  any 
real  concerns  about  going  further.  It  is  more  of  a  resources  question 
and  an  issue  of  gomg  a  step  at  a  time  to  make  sure  we  have 
checked  out  to  make  sure  that  the  taxpayer  and  the  safety  net  is 
not  at  risk. 

Mr.  Orton.  Thank  you,  Mr.  Chairman, 

Chairman  Leach.  Mr.  Royce. 

Mr.  Royce.  Yes,  Mr.  Chairman.  The  D'Amato  and  Baker  bills 
would  allow  affiliations  between  federally  insured  banks  on  one 
side,  and  commercial  firms  under  a  financial  services  holding  com- 
pany structure. 

Tne  Clinton  Administration  seems  to  take  a  compromised  posi- 
tion. What  they  want  to  do  is  let  banks  affiliate  with  insurance 
companies  as  well  as  securities  firms,  but  not  with  non-financial 
commercial  companies. 

Of  course.  Chairman  Leach's  bill  will  allow  affiliations  between 
banks  and  securities.  You've  given  us  your  testimony  this  morning 
on  how  you  feel  and  how  the  Board  feels  on  that  approach.  My 
question  to  you,  Mr.  Chairman,  is  what  is  the  Federal  Reserve 
Board's  position  on  banks  affiliating  with  insurance  companies? 

Mr.  Greenspan.  Let  me  first  say  that  our  general  view  is  that 
much  broader  expansion  is  required  in  order  to  prevent  the  types 
of  problems  which  Congressman  Castle  was  raising  with  respect  to 
banks. 

Our  m^or  concern  is  that  something  get  done,  and  our  increas- 
ing concern  is  that  we  may  find  that  we  are  all  in  agreement  that 
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we  should  be  between  here — we  are  here  now — we  go  between  here 
and  here,  and  we  fail  and  nothing  happens. 

So  1  would  basically  say  that  we  would  essentially  be  in  favor  of 
continuing  to  open  up  ijie  system,  but  concerned  that  the  apparent 
reasonable  consensus  that  something  has  got  to  be  done  breaks 
down  basically  because  there  are  disagreements  about  specific 
products,  specific  firewalls,  specific  structures.  I  would  hope  that, 
as  has  been  said  here  earlier,  we  recognize  that  there  is  an  increas- 
ing broad  consensus  that  something  should  be  done,  and  we  not 
allow  the  best  to  be  the  enemy  of  the  very  good. 

Mr.  RoYCE.  Thank  you,  Mr.  Chairman.  I  yield  back. 

Chairman  Leach.  Thank  you. 

Mrs.  Maloney. 

Mrs.  Maloney.  Thank  you,  Mr.  Chairman.  My  colleague,  Joe 
Kennedy,  raised  a  concern  that  we  may  be  establishing  companies 
that  by  definition  will  have  conflicts  of  interests,  and  in  the  ques- 
tioning of  Mr.  Bachus  and  Mr.  Orton  on  the  firewalls,  you  said  that 
in  crises  they  may  come  down,  that  they're  squishy,  but  we  can 
still  regulate  to  protect  them. 

What  structures  would  you  put  in  place  to  prevent  these  conflicts 
of  interests?  Another  question  is,  can  you  explain  the  benefit  of  cre- 
ating a  holding  company  that  has  to  be  so  closely  monitored  be- 
cause of  its  inherent  conflict  of  interest? 

Mr,  Greenspan.  Congress  woman,  would  you  give  me  an  example 
of  a  conflict  of  interest?  I'm  not  sure  I  understand  that. 

Mrs.  Maloney.  There  have  been  numerous  ones.  Mr,  Kennedy 
gave  one  example  earlier  of  a  conflict  of  interest  between  the  two 
companies.  On  Wall  Street,  you  are  continually  reading  about  var- 
ious investigations  of  alleged  conflicts  of  interest,  and  particularly 
when  you  put  the  adverse  companies  together  that,  quote,  "need 
these  firewalls." 

Mr.  Greenspan.  I  guess  I  would  not  call  them  conflicts  of  inter- 
est. I  would  say  that  there  are  difficulties  in  bringing  certain  cul- 
tures together,  and  there  are  issues  where  we  want  to  make 
certain  that  individual  institutions  do  not  use  taxpayer  funds  for 
inappropriate  investment  activities. 

For  example,  we  think  that  the  subsidies  implicit  in  a  bank's  cost 
of  capital,  which  is  the  result  of  the  fact  that  it  has  got  deposit  in- 
surance or  other  elements  of  the  safety  net,  we  think  one  should 
be  very  careful  about  how  one  exposes  the  taxpayer  to  excessive 
use  of  subsidized  funds. 

In  that  regard  we  certainly  want  to  be  very  careful  in  making 
certain  that  the  legislative  structures  that  are  built  do  not  violate 
that  regard. 

I  must  say  that  there  is  a  sensitivity,  as  best  I  can  judge,  in  all 
of  the  bills,  especially  the  Chairman's  bill,  to  the  particular  ques- 
tion, I  don't  envision  any  particular  problems  that  we  don't  already 
confront  occurring  as  a  consequence  of  these  new  legislative  struc- 
tures. 

Mrs.    Maloney.   There   are   numerous   examples  of  diversified  _ 
firms  failing  to  achieve  their  goals.  To  cite  a  few:  GE  Capital  Cor- 

E oration  and  Kidder  Peabody,  American  Express  and  Shearson 
ehman.  It  seems  to  me  that  there  is  a  great  deal  of  evidence  that 
when  a  company  gets  into  a  totally  new  kind  of  business,  the  re- 
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suits  have  been  less  than  encouraging,  to  use  those  two  examples. 
You  could  use  Sears,  Dean  Witter,  All  State. 

What  evidence  can  you  offer  to  the  contrary? 

Mr.  Greenspan.  In  a  market  system  there  are  a  lot  of  initiatives 
which  fail.  In  fact,  that  is  good,  not  bad,  in  the  sense  that  if  every- 
body succeeded  in  doing  everything,  you  would  have  to  question 
what  the  system  is  doing.  So,  I  mean,  there  are  going  to  be  invest- 
ments that  don't  work.  1  think  we  keep  trying  until  we  find  the 
best  ones. 

The  evidence  that  the  system  works  is  that  the  financial  system 
has  been  improving  dramatically  over  the  last  decades.  The  effi- 
ciency has  improved,  the  quality  of  the  products  conveyed  to  con- 
sumers, the  control  of  the  system  has  improved. 

To  be  sure,  there  are  various  different  types  of  initiatives  which 
fail.  The  vast  majority  have  obviously  succeeded,  or  else  we  would 
not  have  found  the  significant  improvements  in  the  system  that  we 
have  seen  over  the  last  several  decades. 

Mrs.  Maloney.  While  consolidation  of  corporations  may  provide 
for  a  better  or  more  streamlined  organization,  the  merger  between 
Chemical  Bank  and  Manufacturer's  Hanover  was  very  successful, 
but  it  did  cost  a  great  deal  of  jobs  in  New  York  City. 

Can  you  provide  or  have  you  thought  about  or  could  you  estimate 
the  number  of  jobs  that  could  he  lost  in  the  financial  services  in- 
dustry that  is  likely  to  occur  if  we  allow  affiliation  of  banks,  securi- 
ties and  insurance? 

Mr.  Greenspan.  Actually,  the  financial  service  industry  has  been 
a  job  creator  for  a  good  period  of  time. 

Mrs.  Mai^ney.  But  in  the  consolidation  there  has  been  a  loss  of 
jobs. 

Mr.  Greenspan.  True,  true. 

Mrs.  Maloney.  You  are  proposing  consolidations. 

Mr.  Greenspan.  The  problem  basically  is  that  there  are,  in  any 
dynamic  industry,  jobs  lost  and  there  are  jobs  gained.  That  is  the 
process  by  which  the  system  moves  forward.  The  question  is  to  see 
whether  or  not  the  gross  gains  are  larger  than  the  gross  losses,  and 
that  has  been  the  case. 

I  don't  think  we  should  be  focusing  on  how  do  you  prevent  re- 
structuring fi-om  losing  jobs.  That  is  the  way  productivity  advances. 
What  you  want  to  focus  on  is,  where  people's  jobs  are  lost,  how  you 
get  them  retrained  into  more  productive  endeavors,  because  that 
has  been  the  process  by  which  our  society  and  our  economy  has 
grown,  and  our  productivity  increases  decade  by  decade,  so  that  is 
not  a  process  that  we  should  try  to  inhibit. 

I  think  that  any  organization  or  any  society  which  tries  to  inhibit 
the  modernization  that  occurs  as  a  consequence,  that  endeavoring 
to  stop  that  stops  rising  standards  of  living,  I  think  that  is  bad,  not 
good. 

Our  focus  should  be,  how  do  we  get  people  who  are  involved,  un- 
fortunately, in  these  positions  into  new  jobs  that  are  paying  jobs, 
and  over  the  long-run  to  have  jobs  that  are  better. 

Mrs,  Maloney.  My  time  is  up. 

Chairman  Leach.  Thank  you,  Mrs.  Maloney. 

Mrs.  Kelly. 
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Mrs.  Kelly.  Thank  you,  Mr.  Chairman.  Mr.  Greenspan,  there 
has  been  very  little  grass  growing  on  the  path  between  your  office 
and  Capitol  Hill  this  fall — rather,  this  winter — and  I  do  appreciate 
your  willingness  to  come  and  testify  before  us. 

I  have  been  sitting  in  this  hearing  listening  and  learning  from 
my  colleagues'  questions,  and  1  have  no  questions  for  you  at  this 
time. 

Thank  you. 

Chairman  Leach,  I'm  sorry.  I  didn't  follow  you, 

Mrs.  Kelly.  No  questions.  ILaughter.) 

Chairman  Leach.  Well,  we  appreciate  your  though tfulness  in 
being  a  gtmd  listener,  which  we  all  aspire  to  and  seldom  achieve. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman.  Mr.  Greenspan,  actu- 
ally this  is  a  follow-up  with  Congresswoman's  Maloney's  comments 
and  what  you  had  to  say. 

As  we  go  through  this  reform  process,  I  think  we  will  find  where 
you  had  the  situation  with  GE  and  Kidder  and  the  long  situation 
■with  AMEX  or  American  Express  and  Shearson  and  Lehman,  I 
think  we  will  find  if  we  allow  the  merger  of  commercial  banking 
and  investment  banking  that  you  will  find  there  are  a  number  of 
commercial  banks  who  think  they  want  to  be  in  the  investment 
banking  business,  who  probably  in  the  end  will  find  out  that  they 
don't  want  to  be  in  this  business:  that  the  lure  may  be  great  ini- 
tially ».i!ut  then  they  will  find  that  they  will  have  to  cut  their  losses. 

I  nave  a  couple  of  questions  for  you,  and  I  have  a  statement  that 
I  would  like  to  submit  for  the  record,  but  I  have  a  couple  of 
questions. 

The  first  is  that  we've  had  a  lot  of  discussion  about  functional 
regulation,  with  the  Chairman's  bill  and  Mr.  Baker's  bill  and  the 
other  bills  having  various  ways  of  regulation.  I  am  curious  whether 
or  not  we  should  be  considering  going  through  this  whole  process, 
the  whole  regulatory  make-up  the  financial  industry. 

I  know  you've  had  some  pretty  hard  views  on  that  in  the  past 
when  proposals  have  been  put  forth  in  the  past. 

Do  you  think  that  is  something  we  should  also  be  considering? 
The  bills  address  that,  but  should  we  be  going  further  or  should  we 
structure  a  final  legislation  which  allows  for  a  later  Congress  to 
come  in  and  consider  whether  or  not  our  regulatory  make  up  of  the 
financial  services  industry  has  outdated  itself? 

Mr.  Gr?:ensi'an.  I  do  think  that  when  in  the  past  the  issue  has 
come  up  of  regulatory  consolidation,  there  was  always  the  question 
raised  which  I  thought  was  really  quite  appropriate:  How  do  you 
know  how  you  are  going  to  want  to  regulate  until  you  know  what 
you've  got  to  regulate? 

So  I  think  what  we're  probably  finding  at  this  stage  is  that  we 
are  putting  the  cart  before  the  horse,  and  it  is  far  more  important 
that  we  know  what  type  of  industry  structure  we  have  before  we 
contemplate  how  it  should  best  be  regulated. 

So  1  should  think  that  if  one  version  or  other  of  the  various  dif- 
ferent types  of  bills  which  have  been  discussed  finally  passes  the 
Congress  and  gets  signed  into  law,  I  think  at  that  point  it  would 
be  very  worthwhile  to  then  relook  at  what  type  of  regulatory  struc- 
ture we  have  to  make  certain  that  we,  in  fact,  are  sufficiently  mod- 
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ernized  so  that  it  captures  the  change  in  the  structure  that  we  just 
implemented. 

Mr.  Bentsen.  Thank  you. 

My  other  question  relates  to  something  that — I  don't  know  if  it 
has  been  discussed  today  or  not,  and  that  is  the  Community  Rein- 
vestment Act.  Let  me  preface  this  by  saying,  one,  I  do  think  we 
need  to  move  forward  on  Glass-Steagall  reform.  I  think  Congress 
is  way  behind  the  marketplace,  as  you've  stated  as  well,  and  I  aon't 
see  the  CRA  as  an  impediment  to  that. 

The  question  that  I  have,  and  this  relates  also  to  our  regulation, 
it  seems  to  me,  one,  if  Congress  does  get  a  bill  adopted,  that  we 
will  have  a  tot  of  merger  activity  going  on  in  the  marketplace,  and 
that  will  bring  about  review  for  CRA  purposes. 

My  experience  has  been  that  Congress  has  never  fully  defined 
what  CRA  standards  are  or  are  not.  The  regulators  have  had  to 
come  in,  in  my  opinion,  and  say,  we  know  what  it  is  when  we  see 
it  and  we  will  apply  it  accordingly, 

I  support  CRA.  I  support  some  form  of  it.  I  know  the  past  Con- 
gress took  a  look  at  it.  I'm  sure  this  Congress  will  also,  but  do  you 
think  that  is  something  we  need  to  take  into  consideration  as  well 
as  we  go  forward? 

Mr.  Greenspan.  I  don't  think  it  is  really  necessarily  germane  to 
the  Glass-Steagall  operations  because  basically  CRA  refers  to  the 
underlying  depository  institutions  which  are  being  restructured  in 
these  financial  services  holding  companies,  but  not  changed  as 
their  institutions  as  such. 

So  I  don't  deny  that  it  is  worthwhile  to  review  CRA  and  other 
aspects  as  I  in  fact  argued  in  a  hearing  very  recently.  I  think  it 
is  worthwhile  reviewing  all  legislation  that  we  have  gone  through 
periodically  to  be  sure  that  it  is  appropriately  evaluated,  but  I  don't 
see — at  least  it  doesn't  strike  me  that  it  is  interrelated  with  this 
particular  type  of  discussion  and  would  prefer  that  would  be  han- 
dled on  the  side. 

As  far  as  I  can  see,  I  don't  see  how  CRA  gets  changed  at  all  if 
the  Chairman's  bill  is  implemented.  Now  I  may  be  missing  some- 
thing, but  off  the  top  of  my  head  I  can't  see  that  that  should  have 
anything  to  do  with  it. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman, 

Mrs.  RouKEMA,  Mr.  Chairman,  if  the  gentleman  would  yield  just 
for  one  moment,  both  those  questions  he  asked  relate  directly  to 
our  subcommittee  jurisdiction,  and  we  do  have — I  agree,  first  of  all 
with  the  Chairman,  I  don't  think  the  CRA  has  any  relationship  to 
Glass-Steagall;  at  least  I  would  think  it  would  be  non-germane. 
However,  there  are  certain  outstanding  questions  that  have  come 
up  and  have  been  raised  under  CRA,  and  we  have  some  hearing 
scheduled  later  in  March. 

Mr.  Greenspan.  March  10. 

Mrs.  RouKEMA.  Thank  you.  Mr.  Chairman,  I  believe  it  is  March 
10. 

With  respect  to  regulatory  consolidation,  that  subject  also  will  be 
coming  up.  I  think  with  or  without  Glass-Steagall  reform  that  may 
bear  some  review. 

Mr.  Bentsen.  If  I  might,  Mr.  Chairman,  explain  my  point  with 
relation  to  CRA.  I  understand  that  it  is  not  specifically  germane  to 
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Glass-Steagall,  but  I  guess  the  point  I  am  trying  to  make  is  if  we 
move  forward  with  Glass-Steagall  reform,  as  I  think  we  should,  we 
may  have  more  consolidation  going  on,  and  CRA  I  think  does  be- 
come an  issue  at  that  point  in  time. 

I  would  hope  that  we  would  just  move  forward  to  try  and  work 
on  that  problem. 

Mrs.  RouKEMA.  We  can  pursue  that  in  the  hearing  in  March. 

Mr.  Bentsen.  Fine. 

Chairman  Leach.  I  would  just  make  one  CRA  observation  before 
turning  this  to  Ms.  Roybal-Allard,  and  that  is  that  to  the  degree 
that  banks  shrink,  a  lower  asset  base  is  covered  by  CRA,  so  the  de- 
gree that  giving  banks  the  opportunity  to  participate  in  more  mar- 
kets allows  them  to  expand  the  asset  oase  that  is  covered  t^  CRA. 

Ms.  Roybal-Allard,  please. 

Ms.  Roybal-Allahd.  Mr.  Chairman,  a  number  of  observers  of 
the  financial  environment  have  argued  that  there  is  a  difference 
between  limiting  the  opportunities  for  risk  taking  and  limiting  the 
incentive  for  risk  taking:  The  discussion  surrounding  the  repeal  of 
the  Glass-Steagall  Act  so  far  has  focused  on  limiting  opportunities 
for  risk  taking. 

It  is  this  sole  focus  that  some  say  is  the  basic  problem  with  the 
firewall  concept  because  it  does  not  address  the  issue  of  the  temp- 
tation to  take  risks.  Could  you  comment  on  that  and  perhaps  elabo- 
rate on  how  we  would  deal  with  the  issue  of  temptation  to  take 
risks? 

Mr.  Greenspan.  I  think  that  the  purpose  of  the  regulatory  struc- 
ture, if  we  are  trying  to  protect,  as  we  are,  a  taxpayer-funded  safe- 
ty net,  is  to  try  to  recognize  what  types  of  perverse  incentives  could 
be  created  which  would  threaten  the  Bank  Insurance  Fund,  for 
example. 

I  think  that  we've  got  that  problem  now.  It  is  not  necessarily  as- 
sociated with  this  discussion  of  Glass-Steagall  reform.  It  is  a  dif- 
ficulty that  we  have,  and  it  gets  to  the  issue  of  all  different  types 
of  products  which  are  involved  in  commercial  banks  now,  which  are 
basically  insured  institutions. 

It  is  one  that  I  think  we've  sort  of  moved  back  and  forth  from, 
that  it  used  to  be  many  years  ago  that  if  a  bank  had  anything  with 
a  maturity  of  more  than  90  days,  it  was  perceived  to  be  at  risk. 

Now  we  have  obviously  far  greater  maturities.  We  have  commer- 
cial mortgages,  term  loans,  all  in  the  context  of  an  insured  institu- 
tion; and  one  of  the  issues  that  we  regulators  have  been  involved 
with  is  to  try  to  evaluate  what  types  of  risks  various  different  types 
of  products  nave  for  the  safety  net. 

I  don't  think  that  is  going  to  change  materially  with  any  of  the 
legislation  we  are  talking  about  today,  neither  make  it  more  dif- 
ficult nor  more  easy,  but  I  do  think  we  have  to  be  aware  of  the  fact 
that  if  you  have  a  portfolio  which  is  excessively  risky  in  an  insured 
institution,  you  are  putting  taxpayers  at  risk.  I  think  that  is  inap- 
propriate. 

Ms.  Roybal-Allard.  Is  that,  in  and  of  itself,  a  deterrent? 

Mr.  Greenspan.  Is  a  deterrent? 

Ms.  Roybal-Allard.  Yes. 

Mr.  Greenspan.  Well,  the  deterrent  is  the  regulation  and  the  su- 
pervision and  the  capital  requirements  that  we  require  in  order  to 
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be  involved  in  various  different  types  of  activities,  and  the  basic 
purpose  of  it  is  not  so  much  a  deterrent;  it  is  a  question  we  are 
basically  saying  if  you  get  into  this  type  of  activity,  you  better  have 
enough  capital  to  prevent  losses  impacting  on  the  taxpayer. 

Ms.  Roybal-Allard.  But  if  they  don't  and  the  deposits  are  feder- 
ally insured,  then  we  end  up  bailing  them  out? 

Mr.  Greenspan.  That  is  what  we  are  trying  to  avoid. 

Ms.  Roybal-Allard.  Right. 

Mr,  Greenspan.  We  should  not  have  to  be  in  a  position  of  bailing 
any  of  these  institutions  out,  and  the  way  to  prevent  that  is  to 
make  certain  they  have  enough  capital  to  basically  balance  the 
risks  they  insist  upon  taking  and  which  they  can  do  legally. 

Ms.  Roybal-Allard.  OK.  I  apologize  if  this  question  has  already 
been  asked  in  some  form  or  another,  but  under  the  repeal  of  the 
Glass-Steagall  Act,  banks  will  benefit  by  expansion,  and  the  tend- 
ency would  be  for  the  bigger  banks  to  serve  the  most  profitable 
areas. 

What  mechanism  should  be  put  in  place  to  assure  that  urbem 
and  minority  communities,  such  as  the  one  that  1  represent,  con- 
tinue to  be  serviced? 

Mr.  Greenspan.  First  of  all,  it  is  not  self-evident  to  me  that  a 
lot  of  these  institutions  which  think  they  are  going  to  get  into  secu- 
rities are  going  to  make  a  lot  of  money  at  it.  It  is  a  hi^Iy  competi- 
tive business. 

I  think  it  is  necessary  for  them  to  have  the  product  lines  which 
basically  enable  these  larger  institutions  to  keep  their  customers 
and  have  adequate  amounts  of  products  to  offer  them,  but  I  don't 
perceive  it,  frankly,  as  that  necessarily  all  of  a  sudden  something 
is  going  to  happen  and  the  profitability  of  these  institutions  is 
goii^  to  rise  materially.  I  don't  think  that  is  the  case. 

What  we  are  trying  to  do  is  prevent  the  rates  of  return  and  the 
productivity  of  financial  services  embodied  in  commercial  banking 
organizations  from  going  down.  It  is  not  an  issue  here  of  opening 
up  something  and  everyone  is  going  to  make  a  lot  of  profit.  That 
I  don't  see  happening. 

I  also  don't  see  happening  any  material  change  in  those  institu- 
tions which  do  not  choose  to  be  involved  in  some  of  these  other 
products. 

As  1  indicated  to  one  of  your  colleagues  earlier,  my  own  view  is 
that  community  banks  have  got  highly  competitive  special  niches 
in  our  society  which  are  very  important  to  our  financial  system.  It 
is  very  difficult  for  larger  institutions  to  compete  with  them,  and 
I  think  that  is  good,  not  bad. 

So  I  don't  perceive  that  any  of  this  type  of  regulatory  reform  or 
financial  structure  change  really  materially  focuses  on  these  types 
of  institutions  or  impairs  their  efficiency  in  any  way  that  I  am 
aware  of 

Ms.  Roybal-Allard.  Thank  you. 

Chairman  Leach,  Mr.  Chairman,  we  thank  you  very  much  for 

four  presentation  this  morning.  I  would  like  to  make  one  request, 
understand  that  the  Federal  Reserve  has  some  statistics  on  appli- 
cation processing  times.  If  you  would  like  to  present  that  for  the 
record,  we  shall  Be  very  appreciative. 
Mr.  Greenspan.  I  should  be  very  glad  to  do  so. 
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Chairman  LEACH.  Thank  you.  And  we  thank  you  very  much  for 
a  long  morning. 

The  following  information  was  subsequently  submitted  by  Chair- 
man Greenspan. 

The  Federal  Reserve  last  year  acted  on  3,674  applications  and  notices  Rted  by 
bank  holdins  companies  and  State-chartered  member  banks.  The  Uital  number  of 
applications  increased  by  28  percent  over  1993,  with  notices  to  establish  brandies 
accounting  for  almost  two-thinls  of  the  increase. 

The  Federal  Reserve  maintains  tarcet  dates  and  pnKxdurea  for  the  processing  of 
applications  filed  under  the  Bank  Holding  Companv  Act,  the  Bank  Merger  Act,  or 
the  Change  in  Bank  Control  Act.  The  time  allowed  for  a  decision  is  60  days  alter 
acceptance  of  an  application.  In  1994,  action  was  taken  on  94  percent  of  all  applica- 
tions within  the  established  time  frame.  Delays  in  completing  background  diecks, 
and  extra  time  required  to  invcstiRate  questions  raised  about  compliance  and  per- 
formanoe  with  regard  to  relevant  laws  and  regulations  accounted  lor  a  miuoTity  of 
the  applications  that  were  not  processed  within  the  target  lime  frame. 

On  average,  the  3,674  applications  and  notices  were  processed  in  33  calendar  days 
from  the  date  of  acceptance  and  S8  days  from  the  dale  of  filing,  an  improvement 
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Chairman  Leach.  This  part  of  the  committee  discussion  is  ended 
and  we  will  now  welcome  our  next  panel.  I  thank  all  of  you  for 
being  so  patient  in  waiting  your  turn.  I  apologize  for  the  wait. 

We  have  Mr,  Eugene  Ludwie,  the  Comptroller  of  the  Currency, 
Ms.  Ricki  Tigert  Heifer,  the  Chairman  of  the  Federal  Deposit  In- 
surance Corporation,  and  Jonathan  L.  Fiechter,  the  Acting  Director 
of  the  Oifice  of  Thrift,  Supervision.  We  welcome  you  all. 

We  will  begin  with  Ms.  Heifer  and  Mr.  Ludwig  and  then  Mr. 
Fiechter,  and  let  me  say  you  are  welcome  to — we  will  place  any  of 
your  testimony  that  you  want  to  summarize  in  the  record.  Mr.  Lud- 
wig, of  course,  would  not  want  to  articulate  the  views  that  are  so 
critical  of  my  bill,  and  he  might  want  to  submit  those 

[Laughter.] 

Chairman  Leach.  I  apologize. 

Ms.  Heifer. 
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STAI^MENT  OF  RICKI TIGERT  HELPER,  CHAIRMAN.  FEDERAL 
DEPOSIT  INSURANCE  CORPORATION 

Ms,  Helper.  Thank  you  very  much,  Mr,  Chairman,  and  members 
of  the  committee.  I  welcome  this  opportunity  to  testify  on  struc- 
tural reform  of  our  financial  system  and  on  the  Finanaal  Services 
Competitiveness  Act  of  1995. 

I  commend  you,  Mr.  Chairman,  for  your  leadership  in  giving 
structural  issues  the  priority  they  deserve.  Structural  reform  is  of 
great  importance  to  the  future  of  our  financial  system. 

I  have  prepared  a  detailed  written  statement  for  the  record,  in- 
cluding a  number  of  appendices  that  analyze  the  competitive  envi- 
ronment for  banking  in  the  United  States  and  abroad,  the  volatile 
swings  and  the  health  and  performance  of  the  industry  that  mav 
have  resulted  from  legal  constraints  that  limit  the  ways  in  whicn 
banks  can  generate  profits,  and  historical  evidence  that  suggests 
that  the  expressed  concerns  leadinc  to  restrictions  on  the  combina- 
tion of  investment  and  commercial  banking  in  the  Glass-Steagall 
Act  were  overblown  when  compared  with  the  remedy. 

In  the  interest  of  time,  I  would  like  to  submit  my  written  state- 
ment for  the  record,  and  I  will  summarize  that  today. 

I  want  to  stress  four  points. 

Point  number  one,  the  Federal  Deposit  Insurance  Corporation 
has  supported  repealing  the  Glass-Steagall  Act  and  the  restrictions 
on  the  securities  activities  of  commercial  banks  since  1987,  and  it 
continues  to  support  that  position. 

Point  two,  the  FDIC,  as  insurer  of  bank  and  thrift  deposits,  has 
special  concerns  regarding  how  these  restrictions  are  repealed.  The 
integrity  of  the  deposit  insurance  funds  requires  that  repeal  be  ac- 
companied by  adequate  safeguards.  The  Financial  Services  Com- 
petitiveness Act  recognizes  the  need  for  such  potential  protections. 

Point  three,  we  should  proceed  cautiously  and  incrementally  in 
easing  restrictions  on  banking  organizations.  Before  allowing 
broader  affiliations  with  firms  exposed  to  a  different  range  of  non- 
financial  risks,  we  should  first  develop  a  body  of  experience  to 
evaluate  the  safety  and  soundness  implications  of  new  financial 
affiliations. 

The  last  decade  has  revealed  that  the  art  and  business  of  bank- 
ing is  difficult.  Recognizing  that  thrifts  have  had  generally  positive 
experiences  in  affiliating  with  commercial  firms  which  have  in 
some  cases  provided  much  needed  capital  in  times  of  stress — other 
experiences  of  the  thrift  industry  over  the  last  decade  argue  the 
dan^rs  of  "learning  curve"  risk.  Banking  organizations  have  ex- 
pertise in  managing  financial  risks  such  as  credit  risks,  market 
risks  and  interest  rate  risks,  but  generally  have  much  less  experi- 
ence with  respect  to  non-financial  risks. 

Point  four,  there  are  two  organizational  structures  with  which  we 
have  experience  in  the  United  States  that  can  be  used  to  combine 
commercial  banking  and  securities  underwriting  activities,  the 
holding  company  model  and  the  bona  fide  subsidiary  model. 

As  my  written  statement  discusses  in  detail,  there  are  advan- 
tages and  disadvantages  to  conducting  securities  activities  in  ei- 
ther. To  name  one  advantage  of  each:  While  the  holding  company 
structure  is  probably  a  marginally  better  model  for  maintaining  the 
corporate  separation  of  an  insured  bank  from  its  securities  affiliate, 
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the  bona  fide  bank  subsidiary  model  lets  the  bank,  rather  than  the 
parent  holding  company,  control  the  allocation  of  the  organization's 
excess  capital,  which  may  result  in  greater  weight  being  given  to 
the  needs  of  the  bank. 

Banks  have  had  experience  conducting  securities  activities 
through  both  structures  with  few  problems.  Weighing  the  benefits 
and  costs  of  each  structure,  I  favor  allowing  financial  institutions 
to  choose  the  model  that  best  suits  their  business  needs  as  long  as 
strong  safeguards  are  in  place  to  protect  the  insurance  funds. 

In  particular,  the  restrictions  of  section  23A  and  23B  should 
apply  fully,  regardless  of  whether  the  securities  affiliate  is  a  sub- 
sidiary of  the  financial  holding  company  or  the  bank,  or  whether 
it  is  the  parent  of  the  bank. 

Moreover,  there  should  be  limitations  on  the  way  in  which  an  in- 
sured bank  can  fund,  directly  or  indirectly,  the  securities  activities 
of  affiliates,  in  general,  only  from  excess  capital;  that  is  to  say,  cap- 
ital over  and  above  that  required  for  a  well-capitalized  bank. 

I  will  discuss  points  one  and  two  again  briefly.  Repealing  Glass- 
Steagall  restrictions  would  strengthen  banking  organizations  by  al- 
lowing them  to  diversify  their  sources  of  income. 

Repeal  would  allow  banks  to  serve  their  customers  more  effec- 
tively, and  would  promote  an  efficient  and  competitive  evolution  of 
U.S.  financial  markets. 

I  would  like  to  highlight  just  one  argument  in  favor  of  repeal  of 
Glass-Steagall  restrictions  from  the  perspective  of  the  insurer — 
making  banking  more  competitive  may  also  make  banking  safer. 

Large  corporations  meet  their  funding  needs  by  issuing  commer- 
cial paper,  debt  securities  and  equity  securities  and  by  Dorrowing 
from  banks. 

Glass-Steagall  restrictions  prevent  most  banking  organizations 
from  providing  the  full  range  of  funding  options.  Further,  bank 
lending  to  large  corporations  has  been  declining  for  decades.  The 
percentage  of  the  liabilities  of  non-financial  corporations  that  bank 
loans  represent  declined  from  about  22  percent  in  1974  to  13.5  per- 
cent in  1994,  the  lowest  percentage  registered  since  these  data 
began  being  collected  in  the  early  1950's. 

Is  it  surprising  then  that  banks  have  grown  much  less  rapidly 
than  other  financial  intermediaries  during  the  past  10  years?  For 
example,  during  this  period,  banking  assets  grew  at  an  average  an- 
nual rate  of  4.9  percent  compared  to  growth  rates  of  28.7  and  19.8 
percent  for  mutual  funds  and  securities  firms  respectively. 

As  my  written  statement  discusses,  there  is  indirect  evidence  to 
suggest  that  as  banks  have  lost  their  best  business  customers,  they 
have  turned,  to  some  extent,  to  riskier  ventures  such  as  construc- 
tion finance  and  commercial  real  estate  lending. 

Rather  than  making  banking  safer,  it  appears  that  Glass- 
Steagall  restrictions  have  had  the  unintentional  effect  of  making  it 
riskier.  Clearly,  there  is  a  need  to  repeal  these  Glass-Steagall 
restrictions. 

In  doing  so,  however,  safeguards  are  necessary  to  protect  the  de- 
posit insurance  funds  and  the  financial  system.  Recent  experience 
illustrates  why  safeguards  are  absolutely  necessary. 

From  1985  to  1994,  the  FDIC's  Bank  Insurance  Fund,  and  by  ex- 
tension the  banking  industry,  spent  almost  $33  billion  to  resolve 
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bank  failures.  It  has  been  estimated  that  resolving  the  thrift  crisis 
cost  $150  billion,  largely  paid  for  by  the  taxpayer. 

The  experience  of  the  thrift  industry  in  the  1980's  offers  a  stark 
illustration  of  why  it  is  important  to  maintain  safety  and  sound- 
ness standards  when  expanding  lines  of  business  for  insured  insti- 
tutions. 

Federal  legislation  in  the  early  1980's  significantly  liberalized  the 
type  of  assets  that  thrifts  could  hold.  By  1982,  thrifts  that  were  ex- 
perienced with  residential  mortgages  could  make  commercial  mort- 
g^e  loans  up  to  40  percent  of  assets,  consumer  loans  up  to  30  per- 
cent, and  commercial  loans  and  leases  each  up  to  10  percent  of 
assets. 

By  midyear  1983,  federally-chartered  savings  and  loan  associa- 
tions were  allowed  to  invest  up  to  11  percent  of  assets  in  high-risk 
bonds.  Direct  equity  investments  in  real  estate,  equity  securities 
and  subsidiary  service  corporations  were  also  permitted  up  to  3 
percent  of  assets,  and  several  States  permitted  State- chartered  in- 
stitutions significantly  greater  scope  for  direct  investments.  These 
percentage  of  asset  limitations  were  generally  equal  to,  or  mul- 
tiples of,  thrift  capital. 

The  attempt  by  many  troubled  institutions  to  use  the  new  pow- 
ers to  "grow  themselves  out  of  their  problems"  added  substantially 
to  the  cost  of  the  thrift  crisis.  On  a  smaller  scale,  when  a  number 
of  bank  holding  companies  came  under  severe  financial  stress  in 
the  last  decade,  "deathbed"  transactions  with  insured  bank  subsidi- 
aries resulted  in  material  losses  to  the  deposit  insurance  funds. 

Some  of  the  most  troubling  examples  of  inappropriate  trans- 
actions among  affiliates  came  in  fact  from  the  thrift  industry  of  the 
1980's.  With  the  liberalization  of  Federal  and  State  restrictions  on 
direct  real  estate  investment  in  the  early  1980's,  the  real  estate  de- 
velopment subsidiary  became  a  common  vehicle. 

Under  State  laws,  State-chartered  institutions  in  California  and 
Texas  could  make  virtually  unlimited  direct  real  estate  invest- 
ments. Two  factors  made  this  liberalization  of  powers  particularly 
conducive  to  creating  losses  for  the  Federal  Saving  and  Loan  Insur- 
ance Corporation  and  the  Resolution  Trust  Corporation. 

First,  under  regulatory  accounting  practices,  direct  investments 
in  subsidiaries  were  carried  on  the  books  of  the  parent  thrift  at  his- 
torical cost,  instead  of  market  value,  which  was  often  considerably 
lower. 

Second,  thrift  regulators  as  a  rule  did  not  conduct  detailed  ex- 
aminations of  subsidiary  operations.  Under  these  conditions,  thrift 
managers  were  free  to  invest  in  real  estate  development  activities 
with  which  they  had  little  experience,  and  when  things  went  badly 
they  used  a  variety  of  transactions  to  hide  the  losses. 

'The  thrift  could  make  unsound  loans  to  help  sell  new  properties 
built  by  the  subsidiary,  and  in  some  cases  the  thrift  would  sell  the 
note  to  the  subsidiary,  removing  it  from  the  balance  sheet  to  escape 
scrutiny. 

Mr.  Chairman,  the  lesson  of  the  last  decade  for  bank  supervisors 
is  to  remain  vigilant.  Banking  organizations  have  had  some  experi- 
ence with  securities  activities,  largely  through  foreign  subsidiaries 
of  U.S.  banks  r^ulated  by  the  Federal  Reserve,  through  the  Fed- 
eral Reserve's  section  20  subsidiaries  of  bank  holding  companies 
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and,  on  a  more  limited  basis,  through  the  FDIC's  bona  fide  subsidi- 
aries of  banks. 

These  activities  have  generally  not  resulted  in  losses  to  the  in- 
surance funds.  It  is  our  responsibility  to  ensure  that  reform  of 
Glass-Steagall  does  not  make  losses  more  likely. 

Our  experience  has  been  that  while  existing  protections  are  gen- 
erally adequate,  the  regulatory  community  has,  on  occasion,  been 
reluctant  to  enforce  these  protections  to  the  fullest  extent,  espe- 
cially when  institutions  are  under  stress. 

With  the  repeal  of  Glass-Steagall  restrictions,  the  enforcement  of 
safeguards  against  transactions  between  an  insured  bank  and  its 
securities  affiliate  should  allow  for  few  exceptions. 

Congress  should  consider  whether  the  perspective  of  the  FDIC  as 
insurer  would  be  useful  in  identifying  through  guidelines  or  other 
means  those  limited  areas  where  exceptions  to  the  safeguard  could 
be  made  without  adding  to  the  risk  of  losses  to  the  insurance 
funds.  Here  1  am  speaking  in  particular  about  waivers  of  the  re- 
strictions of  section  23A  and  23B  on  affiliate  transactions.  The 
FDIC  is  prepared  to  report  regularly  to  our  sister  regulators  on  in- 
stances where  affiliate  dealings  caused  problems  for  insured  banks 
and  produced  losses  to  the  insurance  fund. 

Finally,  I  support  clear  mandatory  disclosures  that  securities  of- 
fered or  sold  by  a  securities  affiliate  are  not  federally  insured  de- 
posits. This  protection  is  necessary  for  the  investors  and  the  de- 
posit insurance  funds. 

In  conclusion,  Mr.  Chairman  and  members  of  the  committee, 
with  the  safeguards  to  protect  insured  banks  and  the  insurance 
funds  that  are  discussed  in  detail  in  my  written  statement,  repeal 
of  the  Glass-Steagall  Act  will  strengthen  the  financial  system  and 
will  enhance  the  ability  of  banks  to  serve  their  customers. 

The  time  has  come  to  move  ahead.  The  FDIC  stands  ready  to  as- 
sist the  committee  with  this  important  effort  in  the  weeks  and 
months  ahead. 

Thank  you,  and  I  look  forward  to  responding  to  your  questions. 

[The  prepared  statement  of  Hon.  Ricki  Tigert  Heifer  can  be  found 
in  the  appendix.] 

Chairman  Leach.  Thank  you,  Ms,  Heifer. 

Mr.  Ludwig. 

STATEMENT  OF  EUGENE  A.  LUDWIG,  COMPTROLLER  OF  THE 
CURRENCY 

Mr.  Ludwig.  Thank  you,  Mr.  Chairman,  for  the  opportunity  to 
discuss  H.R.  18,  the  Financial  Services  Competitiveness  Act  of 
1995.  I  want  to  first  commend  your  leadership  in  so  quickly  offer- 
ing this  initiative  to  modernize  our  financial  services  system,  and 
I  also  applaud  Representative  Baker  for  his  thoughtful  proposal.  I 
have  more  detailed  written  comments  that  I  would  like  to  submit 
for  the  record.  Let  me  summarize  my  remarks  here. 

We  all  share  the  desire  to  give  America  a  truly  competitive  finan- 
cial services  industry  that  oners  a  rang**  of  products  and  services, 
is  more  efficient,  and  is  even  more  capable  of  fueling  the  country's 
economic  growth. 

Last  year  we  took  a  major  step  forward  by  removing  the  barrier 
that  limited  a  bank's  ability  to  diversify  geographically.  Activities 
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diversification  is  the  second  cornerstone  of  a  vigorous  modernized 
banking  system,  and  it  is  equally  important  to  serving  communities 
and  competing  in  international  nnandal  markets. 

The  Secretary  of  the  Treasury  has  announced  several  concepts 
toward  legislation  in  this  area,  and  1  support  his  approach.  As  we 
work  together  to  modernize  the  financial  services  system,  any  re- 
form proposal  must  achieve  three  objectives. 

First,  we  must  maintain  the  safety  and  soundness  of  the  banking 
system.  This  requires  a  balance  between  prudential  safeguards  and 
enhanced  activities  flexibility,  coupled  with  sound  supervision. 

Second,  a  new  system  should  encourage  healthy  competition  and 
efficient  business  operations  to  benefit  all  consumers  of  financial 
services — in  all  of  our  communities — and  thereby  facilitate  eco- 
nomic growth. 

Third,  regulation — and  regulators — must  be  both  effective  and  ef- 
ficient. Banks  should  have  substantial  freedom  to  choose  the  orga- 
nizational form  that  best  enables  them  to  respond  to  marketplace 
demands,  absent  compelling  public  policy  reasons  to  limit  that 
freedom. 

Allowing  banking  organizations  to  expand  their  activities  into  in- 
vestment oanking  will  reap  benefits  for  customers  of  all  types  and 
sizes,  and  nowhere  will  this  be  more  apparent  than  on  "Main 
Street  America."  Current  restrictions  deny  a  local  business  the  op- 
tion of  working  with  a  lender  who  has  come  to  know  and  under- 
stand its  business  over  the  years.  Reform  can  give  these  businesses 
the  benefits  of  price  competition,  which  can  lower  their  financing 
costs  and  introduce  them  to  a  variety  of  innovative  financing 
approaches. 

Further,  at  a  time  when  all  levels  of  government  are  looking  for 
wws  to  deliver  essential  services  in  the  most  efficient  way,  we  can 
help  state  and  local  governments  lower  their  costs  by  allowing  na- 
tional banks  to  compete  for  the  business  of  underwriting  their  reve- 
nue bonds.  The  economic  boost  that  competition  provides  can  mean 
increased  jobs  and  deeper  capital  markets. 

However,  I  say  all  of  this  with  one  important  caveat.  These  bene- 
fits will  not  be  realized  unless  new  entrants  can  compete  effec- 
tively. It  is  not  enough  to  allow  a  bank  to  undertake  new  activities 
if  in  doing  so  we  also  impose  so  many  unnecessary  regulatory  bur- 
dens that  we  lose  the  benefits  of  diversification.  In  dismantling  the 
Glass-Steagall  wall,  we  must  not  leave  so  much  regulatory  barbed 
wire  in  its  place  that  we  defeat  our  common  objectives. 

This  leads  me  to  two  fundamental  concerns  about  H.R.  18.  First, 
H.R.  18  relies  too  heavily  on  organizational  structure  and  trans- 
actional firewalls  as  supervisory  devices  to  shield  institutions  from 
the  perceived  risks  of  expanded  financial  services  activities.  The 
bill  allows  broader  securities  activities  to  be  conducted  by  banking 
organizations,  but,  with  one  exception,  only  through  a  bank  holding 
company  affiliate. 

Second,  H.R.  18  shifts  new  financial  services  activities — and  even 
some  traditional  ones — from  banks  and  their  subsidiaries  to  hold- 
ing company  affiliates.  Safety  and  soundness  considerations  do  not 
require  this  surgery.  The  long-term  health  of  the  economy  and  the 
banking  system  depends  on  Banks'  abilities  to  remain  strong  and 
innovative  financial  services  providers  in  their  own  right. 
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The  bill  would  prohibit  other  structural  options,  potentially  more 
efficient  or  better  suited  to  a  particular  banking  organization,  such 
as  the  use  of  bank  subsidiaries.  In  addition,  if  banks  wished  to  en- 
gage in  broader  securities  activities,  they  would  have  to  discontinue 
activities  that  are  customary,  profitable,  and  that  have  not  been 
the  basis  for  safety  and  soundness  concerns,  such  as  securitizing 
and  selling  their  loans.  They  could  no  longer  participate  in  finan- 
cial market  innovations  because  they  would  be  barred  from  under- 
writing and  dealing  in  any  securities  other  than  those  listed  by 
statute,  and  banks  would  have  to  stop  their  private  placement 
services  for  institutional  customers. 

H.R.  18  also  contains  extensive  firewalls  that  separate  a  bank 
and  its  securities  affiliate  to  such  an  extent  that  it  impairs  reason- 
able opportunities  for  synergies.  Certainly,  when  applied  to  certain 
kinds  of  activities,  firewalls  along  the  lines  of  sections  23A  and  23B 
of  the  Federal  Reserve  Act  and  separate  capital  requirements  can 
play  a  useful  role  in  reducing  a  bank's  exposure  to  risk,  protecting 
against  conflicts  of  interest  and  preventing  consumer  abuses.  But 
we  should  also  be  realistic  about  their  shortcomings. 

We  need  not  depend  upon  rigid  structural  devices  to  protect 
against  risk  because  there  is  a  better  alternative.  The  combination 
of  effective  supervision  and  flexible  firewalls  can  deliver  the  safety 
and  soundness  we  need  without  excessive  costs.  This  approach  al- 
lows the  regulator  to  tailor  risk  management  to  the  peculiar  risks 
presented  by  a  new  activity  as  it  is  conducted  by  a  particular  bank 
in  light  of  current  economic  conditions. 

My  second  concern  is  that  H.R.  18's  imbalance  in  favor  of  activi- 
ties conducted  in  holding  company  affiliates  rather  than  bank  sub- 
sidiaries could  increase  risk  and  sap  the  vitality  of  our  banking 
system.  Limiting  activities  can  make  banks  riskier  for  several  rea- 
sons. First,  it  deprives  them  of  benefits  of  diversification,  locking 
them  in  to  one  set  of  risks.  Second,  it  prevents  banks  from  evolving 
beyond  a  narrow  market  segment,  impairing  their  ability  to  con- 
tinue to  do  a  safe  and  profitable  business.  Third,  limiting  activities 
drives  away  a  bank's  better  customers,  making  even  tneir  tradi- 
tional activities  less  safe.  As  competitors  rush  to  develop  new  prod- 
ucts and  compete  aggressively  for  bank  customers,  banks  and  their 
subsidiaries  need  the  ability  to  provide  products  to  respond  to  mar- 
ket demands. 

The  long-term  viability  of  our  banking  system  depends  upon  the 
ability  of  banks,  directly  and  through  their  subsidiaries,  to  be 
strong  and  competitive  financial  providers  in  their  own  right.  Un- 
less compelled  by  reasons  of  safety  and  soundness — which  I  do  not 
believe  is  the  case  for  securities,  insurance  and  many  other  finan- 
cial activities — banking  organizations  should  be  allowed  to  inno- 
vate, either  through  holding  company  affiliates  or  bank  subsidi- 
aries. The  market  should  be  free  to  make  its  own  structural  choices 
to  maximize  operational  efficiency  and  minimize  risks. 

Empirical  evidence  suggests  that  non -traditional  activities  need 
not  threaten  bank  safety  and  soundness.  U.S.  banks,  through  for- 
eign branches  and  subsidiaries  as  well  as  holding  company  affili- 
ates, have  successfully  engaged  in  a  variety  of  non-traditional  ac- 
tivities abroad  for  many  years.  Further,  banks  in  most  developed 
countries  have  been  engaging  for  many  years  in  the  type  of  new  ac- 
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tivities  specifically  referred  to  in  H.R.  18.  Finally,  U.S.  banks  have 
been  underwriting  general  obligation  bonds  for  years. 

You  have  also  asked  me  to  comment  on  the  issues  involved  in 
permitting  commercial  firms  to  own  banks.  Clearly,  the  health  and 
competitiveness  of  U.S.  banking  may  at  some  time  come  to  depend 
on  our  willingness  to  modify  this  separation.  But  I  would  urge  that 
we  first  focus  our  attention  on  the  universe  of  financial  activities 
because  the  potential  is  greater,  the  benefits  can  be  more  imme- 
diate, and  the  risks  are  better  understood. 

In  conclusion,  I  would  like  to  emphasize  the  importance  of  these 
hearings.  I  would  like  to  once  again  commend  you,  Mr.  Chairman, 
and  you  Mr.  Baker,  for  your  leadership.  I  thank  you  and  welcome 
your  questions. 

[The  prepared  statement  of  Hon.  Eugene  Ludwig  can  be  found  in 
the  appendix.] 

Chairman  Leach.  Thank  you,  Mr.  Ludwig. 

Mr.  Fiechter. 

STATEMENT  OF  JONATHAN  L.  FIECHTER,  ACTING  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION 

Mr.  FlECHTKK.  Thank  you,  Mr.  Chairman,  members  of  the  com- 
mittee, for  the  opportunity  to  present  the  views  of  the  Office  of 
Thrift  Supervision  on  H.R.  18,  the  Financial  Services  Competitive- 
ness Act  of  1995. 

H.R.  18  raises  important  questions  regarding  the  scope  of  activi- 
ties that  banks  and  thrifts  should  be  permitted  to  engage  in,  both 
directly  and  indirectly. 

As  the  Chairman  noted  when  introducing  H.R.  18,  the  market- 
place has  changed  significantly  since  the  Glass-Steagall  Act  was 
enacted  over  60  years  ago.  The  introduction  of  new  financial  prod- 
ucts, technological  advances  and  dramatic  changes  in  the  way 
households  and  corporations  manage  their  finances  have  resulted 
in  a  shift  away  from  traditional  financial  intermediaries.  The  dis- 
tinction between  banks  and  non-banks  engaged  in  financial  medi- 
ation has  blurred. 

By  seeking  to  preserve  a  compartmentalized  set  of  financial  insti- 
tutions, the  Glass-Steagall  Act  has  restricted  the  ability  of  U.S.  fi- 
nancial intermediaries  to  respond  to  market  forces.  This  is  clearly 
an  area  where  the  law  has  lagged  behind  the  market. 

There  have  been  a  number  of  initiatives  over  the  years  to  expand 
bank  powers.  These  initiatives  typically  have  sought  to  balance 
three  competing  objectives:  the  need  to  maintain  a  safe  and  sound 
insured  depository  system,  the  need  to  ensure  stable,  competitive, 
efficient  and  responsive  financial  markets,  and  a  desire  to  provide 
maximum  operational  flexibility  so  that  various  banking  and  non- 
banking  financial  services  could  be  bundled  and  offered  in  an  effi- 
cient and  profitable  manner. 

Your  bill,  Mr.  Chairman,  would  give  bank  holding  companies  im- 
portant new  authority  to  engage  in  investment  banking  and  allow 
investment  banks  to  acquire  commercial  banks. 

The  scope  of  permissible  activities  of  thrift  holding  companies, 
however,  would  be  sharply  curtailed.  In  assessing  how  much  fiexi- 
bility  is  appropriate,  it  may  be  helpful  to  consider  the  experience 
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of  thrift  holding  companies,  which,  unlike  bank  holding  companies, 
have  historically  been  given  broad  powers. 

The  experience  of  OTS  in  regulating  these  thrift  holding  compa- 
nies has,  on  the  whole,  been  positive.  The  range  of  permissible  ac- 
tivities of  thrift  holding  companies  is  governed  by  the  Savings  and 
Loan  Holding  Company  Act  of  1967.  Under  this  act,  holding  compa- 
nies that  own  a  smgle  savings  and  loan  are  permitted  to  engage 
in  any  activities  that  do  not  threaten  the  safety  and  soundness  of 
their  subsidiary  saving  association. 

When  Congress  amended  the  Bank  Holding  Company  Act  in 
1970  to  impose  restrictions  on  unitary  bank  holding  companies,  it 
did  not  place  additional  restrictions  on  the  unitary  savings  and 
loan  holding  companies. 

This  may  have  been  due  to  the  focus  of  thrifts  on  residential 
lending.  Thus  affiliations  between  saving  associations  and  compa- 
nies engaged  in  financial  and  other  commercial  enterprises  do  not 
present  the  same  potential  for  concentrations  of  economic  power. 

Companies  owning  savings  and  loans,  however,  must  comply 
with  a  variety  of  strict  statutory  and  regulatory  requirements  and 
restrictions.  Thrift  holding  companies  must  undergo  regular  OTS 
examinations,  usually  concurrent  with  the  examination  of  their 
subsidiary  thrifts. 

OTS  examinations  of  holding  companies  focus  on  transactions  be- 
tween holding  companies  and  their  savings  associations,  funds 
flowing  from  savings  associations  to  their  holding  companies,  the 
quality  of  holding  companies'  management  and  the  extent  of  man- 
agement's participation  in  and  oversight  of  thrift  decisions,  and  the 
financial  impact,  if  any,  of  the  holding  companies'  operations  on  the 
subsidiary  thrift. 

Taken  together,  the  supervisory  strategies  and  other  safeguards 
have  worked  well  to  prevent  the  types  of  systemic  abuses  that  mo- 
tivated passage  of  the  Glass-Steagall  Act  and  the  Bank  Holding 
Company  Act.  Because  of  the  current  broad  powers  authorized  by 
the  savings  and  Loan  Holding  Company  Act,  the  impact  of  the 
H.R.  18  on  thrift  holding  companies  would  be  quite  dinerent  than 
on  bank  holding  companies. 

For  bank  holding  companies,  H.R.  18  would  grant  important  new 
powers.  For  companies  seeking  to  purchase  savings  associations, 
however,  H.R.  18  would  significantly  restrict  powers.  H.R.  18  would 
limit  the  activities  of  new  thrift  holding  companies  to  those  that 
have  been  approved  by  statute  for  multiple  thrift  holding  compa- 
nies and  any  activities  approved  for  bank  holding  companies.  As 
amended,  these  restrictions  would  apply  to  thrift  holding  compa- 
nies formed  afler  January  4,  1995. 

Going  forward,  companies  engaged  in  commercial,  industrial  and 
certain  financial  enterprises  could  no  longer  acquire  savings  asso- 
ciations. In  addition,  savings  associations  that  are  not  now  owned 
by  holding  companies,  which  represents  almost  two-thirds  of  all 
savings  associations,  would  be  precluded  from  forming  holding  com- 
panies that  engage  in  these  activities. 

The  roster  of  thrift  holding  companies  includes  many  small  hold- 
ing companies  engaged  exclusively  in  activities  closelv  related  to 
owning  and  managing  a  subsidiary  thrift.  It  also  includes  multi- 
billion  dollar  companies  engaged  in  diverse  financial,  commercial 
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and  industrial  activities.  In  between  are  numerous  medium-sized 
companies  that  engage  in  a  few  select  diversified  activities. 

There  certainly  have  been  occasions  when  thrift  holding  compa- 
nies, along  with  their  subsidiary  thrifts,  have  violated  the  law  and 
otherwise  engaged  in  unsafe  and  unsound  practices  that  required 
enforcement  action.  We  have  not,  however,  detected  any  systemic 
problems  that  arise  as  a  consequence  of  the  scope  of  permissible  ac- 
tivities of  thrift  holding  companies  and  their  affiliates. 

In  our  experience,  thrift  holding  companies  that  engage  in  di- 
verse activities  do  not  raise  supervisory  concerns  with  greater  fre- 
quency than  thrift  holding  companies  that  confine  their  activities 
to  those  permissible  for  bank  holding  companies;  nor  have  we  seen 
evidence  in  the  thrift  context  of  the  type  of  systematic  abuses  that 
motivated  enactment  of  the  Glass-Staagall  Act  and  the  Bank  Hold- 
ing Company  Act.  We  attribute  this  to  the  many  safeguards  that 
regulate  interaction  between  savings  associations  and  their  holding 
companies  and  perhaps  also  to  the  unique  nature  of  the  thrift  busi- 
ness with  its  focus  on  residential  mortgage  lending. 

Afniiations  between  savings  associations  and  companies  engaged 
in  financial,  commercial  and  industrial  activities  have  had  three 
primary  benefits. 

First,  thrift  holding  companies  that  engage  in  diverse  lines  of 
business  often  have  substantially  greater  financial  resources  than 
non-diversified  companies. 

Diversified  companies  have  infused  several  billion  dollars  in  eq- 
uity capital  into  savings  associations.  These  infusions  of  capital 
have  decreased  taxpayer  exposure  to  Federal  deposit  insurance 
losses. 

Second,  although  less  quantifiable,  diversified  companies  can 
contribute  business  and  managerial  talent  and  expertise  to  their 
subsidiary  savings  associations.  This  is  especially  true  when  hold- 
ing companies  have  significant  experience  in  financial  services 
activities. 

Third,  when  savings  associations  affiliate  with  holding  companies 
engaged  in  providing  financial  services,  the  savings  association,  its 
holding  companies,  and  its  customers  all  benefit.  Customers  benefit 
when  they  are  able  to  do  business  with  an  integrated  financial 
services  company. 

I  believe  that  the  experience  of  thrift  holding  companies  provides 
concrete  evidence  that  depository  banking  activities  and  other  fi- 
nancial services  can  work  together  in  a  safe  and  sound  manner  pro- 
vided adequate  safeguards  are  established. 

Savings  associations  have  long  been  affiliated  with  other  finan- 
cial and  commercial  firms  without  any  adverse  systemic  repercus- 
sions. Indeed,  these  affiliations  have  often  proven  beneficial  to  the 
thrift  and  to  their  customers. 

For  these  same  reasons  I  also  urge  that  companies  owning  sav- 
ings associations  not  be  stripped  of  their  statutory  authority  to  en- 
gage in  other  financial  activities  in  various  commercial  and  indus- 
trial activities. 

At  a  time  when  both  the  Administration  and  Congress  are  com- 
mitted to  reducing  regulatory  burden,  H.R.  18  raises  the  question 
of  whether  thrifl  holding  companies  should  be  subjected  to  new 
government  restrictions.  If  the  benefits  of  the  thrift  charter  con- 
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tinue  to  be  eroded  while  all  the  unique  restrictions  and  costs  that 
the  government  places  on  the  thrift  charter  are  retained,  it  will  be- 
come much  more  difficult  to  attract  capital  to  the  thrift  industry. 
This  would  be  especially  unfortunate  at  a  time  when  the  thrift  in- 
dustry is  facing  an  uncertain  future. 

The  dramatic  expansion  of  the  government-sponsored  secondary 
mortgage  has  narrowed  interest  margins  on  conventional  fixed  rate 
mortgages;  a  major  product  of  the  thrift  industry.  The  significant 
financial  burdens  imposed  directly  and  indirectly  on  surviving  sav- 
ings associations  as  a  consequence  of  FIRREA  have  further  reauced 
profitability.  Well -capitalized  and  well-managed  savings  associa- 
tions are  facing  deposit  insurance  premiums  six  times  higher  than 
well-capitalized  EUid  well-managed  banks. 

At  a  time  like  this  I  believe  it  is  beneficial  to  provide  saving  asso- 
ciations with  continued  access  to  the  financial  and  managerial  re- 
sources available  through  broad-based  thrift  holding  companies. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Jonathan  Fiechter  can  be  found 
in  the  appendix.] 

Chairman  Leach.  Thank  you  alt  for  very  thoughtful  and  con- 
structive testimony. 

Let  me  first  turn  to  Mr.  Ludwig  and  say  that  there  is  a  very  dif- 
ficult choice  we  have  to  make  between  authorizing  powers  within 
a  bank  or  within  a  holding  company  structure. 

You  have  argued  to  do  it  within  a  bank.  The  reasons  that  I  pre- 
fer a  holding  company  structure  are  partly  that  it  seems  self-evi- 
dent that  if  you  do  it  within  a  bank  you  expand  the  deposit  insur- 
ance coverage  to  all  of  these  activities  and  I  am  not  so  sure  that 
is  something  Congress  would  like  to  do. 

Second,  it  also  strikes  me  that  a  holding  company  structure  will 
have  the  effect  of  higher  capital  standards.  Although  one  can  say 
you'll  demand  higher  levels  of  capital,  the  end  effect  of  it  in  most 
circumstances  would  seem  to  cause  lower  levels  of  capital  for  a 
bank.  If  you  have  a  bank  with  a  given  set  of  capital  ratios  and  you 
put  it  in  a  holding  company  structure,  the  securities  affiliated  will 
nave  to  be  separately  capitalized,  which  is  an  easier  way  of  looking 
at  that. 

You  don't  have  the  tendency  to  double  accounting. 

Third,  I  think  we  also  have  to  recognize  that  there  are  more  than 
simply  safety  and  soundness  concerns.  As  regulators  you  are  inter- 
ested in  safety  and  soundness,  but  beyond  that  there  is  a  competi- 
tive coercion  implication  that  many  other  aspects  of  American  com- 
merce hold  toward  commercial  banks  getting  involved  in  these 
kinds  of  areas,  whether  it  be  first  and  foremost  in  the  securities  in- 
dustry, where  they  like  to  see  separately  capitalized  subsidiaries, 
they  know  they  are  dealing  apples  to  apples.  They  can  see  the 
strength,  the  world  can  see  the  strength  of  the  subsidiary  and  not 
get  confused  that  the  subsidiary  is  part  of  a  different  structure  that 
might  be  able  to  tap  into  other  forms  of  income  or  basic  strength. 

But  it  goes  beyond  the  securities  area.  It's  securities  because  we 
are  talking  Glass-Steagall,  but  you  have  here  the  implication  that 
there  mieht  be  more  and  more  activities,  and  I  assure  you  that 
there  will  be  more  and  more  kinds  of  companies  that  will  start  to 
object  to  a  bank  doing  this  internally. 
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As  you  know,  in  small  banks  there's  a  lot  of  allegations  that 
there  is  coercion  in  selling  insurance.  You  get  a  bank  involved  in 
areas  of  information  technology  that  might  or  might  not  be  consid- 
ered financial  in  nature — almost  any  area,  the  more  you  tie  it  into 
the  bank,  the  more  you  are  going  to  have  real  or  perceived  coercion 
alleged  by  competitors, 

I  think  for  the  security  of  the  bank  in  being  able  to  maintain 
these  services  as  well  as  gather  new  ones,  it's  got  to  be  very  clear 
that  they  are  kept  separate. 

That  is  why  I  strongly  prefer  the  holding  company  structure 
instead  of  expanding  the  activities  permissible  within  a  bank 
structure. 

Beyond  that  I  don't  know  alt  the  philosophical  implications,  but 
you  just  have  to  look  at  the  Barings  issue  of  this  week.  It  appears 
in  that  situation  that  within  the  bank  a  certain  kind  of  activity  oc- 
curred for  which  the  bank,  and  presumably  the  British  Govern- 
ment, may  well  have  to  be  financially  responsible.  If  that  were  held 
in  a  subsidiary  structure — or  holding  company  structure,  I  don't 
know  if  there  is  a  different  implication  or  not  but  I  think  it  raises 
analogous  concerns  internally  for  the  United  States. 

Anyway,  let  me  just  ask  you — I'm  just  laying  out  the  reasons 
that  I  differ  with  you  even  though  I  would  thoroughly  acknowled^ 
it  is  structurally  easier  for  bank  management  to  handle  it  within 
a  bank.  I  think  that's  absolutely  valid.  Although  1  think  these  can 
be  handled  in  a  holding  company  structure,  there  are  a  few  aspects 
that  may  be  slightly  less  easy  for  a  bank  to  manage  when  the  ac- 
tivity is  conducted  in  a  holding  company  structure. 

If  we  think,  and  it  was  raised  earlier  with  Mr.  Greenspan,  of  the 
Continental  Bank  and  the  First  Options  situation,  it  would  strike 
me  that  that  is  another  reason  why  these  activities  should  not  be 
within  the  bank. 

Would  you  care  to  comment  on  that?  That  was  an  OCC  concern, 

Mr.  LUDWiG.  Yes,  sir.  Thank  you  for  your  thoughtful  question.  I 
have  given  this  a  great  deal  of  thought,  and  it  seems  to  me  that 
the  first  thing  you  nave  to  look  at  is  what  kind  of  activities  we  are 
talking  about.  If  you  !ook  at  the  "new  activities"  in  H.R.  18  on  a 
spectrum  of  risk,  these  activities  would  have  to  fall  by  and  large 
on  the  less  risky  side  of  the  ledger.  That  is  to  say,  there  are  many 
activities  in  which  banks  engage  directly  today  that  are  far  riskier 
than  the  kinds  of  activities  that  are  proposed  as  new  activities 
under  H.R.  18. 

Chairman  Leach.  With  the  exception,  if  I  can  interrupt  you 
there,  there's  flexibility  granted  the  Fed  to  make  ongoing  denni- 
tional  changes  and  so,  you  know,  it's  hard  to  predict  the  future  but 
in  terms  of  delineated  activities,  you  are  certainly  partly  right, 

Mr,  LuDWlG.  I  believe  that  with  regard  to  new  activities  one  has 
to  make  a  meticulous  review  of  the  specific  activity  and  determine 
the  appropriate  supervisory  mechanism,  that  is,  firewalls,  to  main- 
tain the  maximum  safety  and  soundness. 

Regarding  legal  liability  limitations,  whether  or  not  you  can 
pierce  throu^  to  the  subsidiary  or  the  bank  holding  company  affil- 
iate is  p  question  of  how  the  entity  is  operated,  not  where 
it  sits  e  organization. 
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Indeed,  I  am  sure  you  have  been  in  bank  holding  company  of- 
fices. When  you  go  in  these  large  bank  holding  companies,  you  see 
one  door  that  has  X  Banking  Corporation,  another  door  that  has 
X  Banking  Capital  Entity,  and  another  door  that  has  the  bank.  You 
go  in  the  various  doors  and  the  back  ofTices  are  completely  joined. 
There's  no  real  separateness.  That  wouldn't  pass  the  test  that 
would  give  you  limited  liability.  The  issue  is  really  how  an  entity 
is  operated.  But  I  don't  think  there  is  any  distinction  from  a  safety 
and  soundness  perspective  and  from  a  limited  liability  perspective 
as  to  where  in  that  corporate  organization  the  activity  is  conducted. 

Chairman  Leach.  I'm  sorry,  I  have 

Mr.  LUDWIG,  I  could  go  on  for  some  time,  but  it  sounds  like 

Chairman  Leach.  I  don't  want  to  be  unfair  to  my  colleagues  and 
I  have  more  questions  and  I  will  ask  my  other  questions  after  I 
have  turned  to  them,  if  that's  all  right. 

Mr.  Vento. 

Mr.  Vento.  Thank  you,  Mr.  Chairman. 

Mr.  Ludwig,  I  think  the  discussion  about  supervisory  versus 
structural  changes  obviously  is  something  that  resonates  with  the 
members  of  the  committee.  We  obviously  gave  the  S&L  regulator, 
the  board,  some  responsibilities  in  the  early  1980's  and  I  think  the 
testimony  today  again  recants  the  problems  with  things  like  direct 
investment.  I  think  some  structure  and  some  capital  having  the 
right  combination  of  these  as  we  move  into  additional  powers  is 
very,  very  essential  in  this  process  because  there  are  some  con- 
tradictions in  terms  of  the  various  structures. 

I  must  say,  Ms.  Heifer,  Chairman  Heifer,  that  in  reviewing  the 
discussion  that  you  have  with  regards  to  growth  of  banks,  the  lack 
of  growth,  the  5  percent  through  1984  to  1994,  of  course  it  depends 
what  base  you  start  with. 

There  seems  to  be  a  notion  here  that  somehow  in  the  market- 
place, and  these  are  questions,  are  we  deficient?  Is  the  system  a 
problem  in  terms  of  raising  capital? 

I  know  that  the  governance  structure  that  is  involved  is  impor- 
tant. I  think  there  is  some  blurring  of  the  lines,  homogenization  of 
the  products  as  the  Chairman  of  the  Federal  Reserve  Board  has  in- 
dicated, but  I  must  say  I  don't  know  that— I  think  there  are  some 
risks  here. 

Do  you  see  any  risk  at  all.  Chairperson  Heifer,  in  terms  of  mov- 
ing— I  think  you  wanted  to  be  called  Chairman.  Whatever  you 
want  to  be  called 

Ms.  Helper.  I'll  answer  to  both  names. 

Mr.  Vento.  But  any  risks  in  terms  of  moving  in  terms  of  likely 
merger  of  a  lot  of  the  investment  bankers  into  banking  and  the 
change  in  terms  of  if  we  say  all  of  a  sudden  you  have  capital  stand- 
ards, you  have  other  requirements  that  are  going  to  obviously  re- 
flect bank  into  that  particular  investment  banking,  doesn't  that 
change  the  configuration  or  freeze  in  place  what  we  really  want  to 
be  dynamic  in  terms  of  the  financial  marketplace  and  not  incor- 
porate into  a  governance  structure  where  we  are  concerned  about 
capital  and  deposit  insurance  and  these  other  aspects  which  rightly 
I  think  my  colleague  and  Chairman  is  correct  to  be  concerned 
about. 
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Ms.  Hblfer.  Well,  I  think  we  have  to  leave  to  the  business  orra- 
nizations  in  the  end  whether  they  would  seek  an  afHliation,  in  Uie 
case  of  securities  firms,  with  an  insured  entity  reaHzing  that  there 
must  be  very  real  separations  both  in  terms  of  the  nature  of  super- 
vision and  in  terms  of  the  nature  of  capital  and  other  protective  re- 
quirements between  the  insured  bank  and  the  other  activities. 

As  I  have  pointed  out  in  my  written  testimony,  we  have  seen  in 
the  past  at  the  FDIC  problems  with  both  structures.  We  have  seen 
where  a  holding  company  has  sought  to  extract  value  from  an  in- 
sured bank  to  the  detriment  of  the  insured  entity  in  creating  losses 
to  the  insurance  fund. 

We  have  also  seen  instances  where  insured  banks  have  provided 
funding  to  subsidiaries  in  ways  that  have  also  been  to  the  det- 
riment of  the  insured  entity,  so  it  is  necessary  I  think  to  have  those 
protections  in  place. 

Mr.  Vento,  I  think  those  examples  you  have  in  terms  of  the  tax 
issues  and  the  computer  use  and  how  things  were  scored  and  what- 
not, my  colleagues  should  look  at  these  comments  because  I  think 
they  are  essentially  very  important. 

I  think  Chairman  Greenspan  just  told  us  that  the  firewalls  melt 
in  a  crisis,  so  when  we  are  talking  about  safeguards,  Mr.  Ludwig, 
how  would  you  respond  to  that  and  others  at  the  table?  I  mean 
they  melt  in  a  crisis — there  are  questions  here  where  these  don't 
work  when  we  have  the  problems.  I  think  Chairman  Heifer  has  in- 
dicated so. 

Mr.  Ludwig.  That  is  why  I  would  not  rely  solely  on  firewalls  or 
corporate  structure,  and  indeed  it  can  hurt  us. 

One  thing  I  didn't  mention  that  is  really  quite  important  is  when 
we  look  at  corporate  structure  and  think  of  it  in  a  catastrophe 
mode,  we  are  looking  at  only  one  little  corner  of  a  very  large  pic- 
ture- The  very  large  picture  includes  the  support  that  the  subsidi- 
ary operation  can  offer  to  the  financial  well-being  of  the  entire  en- 
tity to  make  it  competitive. 

Mr.  Vento.  It  covers  the  diversification  issue,  yes. 

Mr.  Ludwig.  Even  more  than  diversification,  there  is  a  question 
of  the  stream  of  profits  and  the  capital  flowing  up  to  the  bank  as 
distinct  from  simply  up  to  the  holding  company. 

To  get  to  your  specific  supervisory  question.  Congressman  Vento, 
let  me  take  the  situation  of  firewalls  versus  supervision  and  point 
out  we  have  really  been  very  concerned  for  some  time  about 
strengthening  supervision  and  in  particular  management  controls. 
Banks  can  engage  in  any  activities  along  a  whole  broad  spectrum 
of  risk.  Some  activities  may  seem  less  risky  but  in  fact  if  banks  en- 
gage in  them  in  an  aggressive  fashion  they  become  very  risky.  Al- 
ternatively, some  of  the  activities  that  may  at  first  glance  appear 
riskier  can  be  engaged  in  in  a  very  conservative  manner.  The  ques- 
tion really  is  to  make  sure  through  supervision  and  through  rules 
and  guidelines,  tailored  to  the  activity,  that  the  institution  engages 
in  the  activity  in  an  appropriate  fashion,  that  it  manages  the  risk 
carefully,  and  that  its  control  mechanisms  assure  that  those  risks 
are  being  managed. 

Mr.  Vento.  Well,  Mr.  Chairman,  my  time  has  expired  but  I  think 
that  to  some  extent  this  envisions  a  degree  of  r^ulation  that  has 
not  existed  historically  and  the  comments  of  Chairman  Heifer  con- 
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ceming  the  seamless  nature  in  terms  of  the  SEC  doing  its  job  in 
the  Office  of  Controller  and  then  you  doing  your  job  in  terms  of  in- 
surance and  all  of  this  coming  together,  because  clearly,  Mr.  Chair- 
man and  members,  you  have  to  know  what  the  capital  is.  You  have 
primary  responsibility  to  not  expose  taxpayers,  to  provide  flexibil- 
ity, but  all  this  has  to  mesh  together  in  a  way  that  hasn't  existed 
beibre  so  I  am  very  concerned  about  it. 

Obviously  1  don't  doubt  the  good  intentions.  There  are  a  lot  of 
good  intentions  in  other  instances  around  here  where  the  law  of 
unintended  consequences  occurred  and  we  went  through  that,  Mr. 
Chairman.  I  don't  want  to  do  that  again.  Thank  you. 

Chairman  LEACH.  Thank  you,  Mr.  Vento.  Mrs.  Roukema. 

Mrs.  Roukema.  I  am  not  going  to  belabor  this  but  my  colleague 
from  Minnesota,  you  mean  there  are  elements  of  deja  vu  all  over 
again? 

I  have  belabored  that  one  a  long  time.  No,  I  am  not  going  to  be- 
labor this  subject  but  I  just  want  to  concur  with  some  of  the  ques- 
tions that  have  been  raised  by  my  other  two  colleagues. 

It  seems  to  me  that  if  I  understood  Mr,  Ludwig  correctly,  and  I 
think  he  said  something  about  unnecessary  regulatory  barbed  wire 
and  saying  that  it  relies  too  much  on  the  regiDatorv  structure  and 
he  would  rely  on  rigid  supervision,  well,  that  to  me  lacks  credibility 
in  terms  of  the  real  world  and  especially  since  in  the  Administra- 
tion's proposal,  as  I  understand  it — and  it  is  only  a  superficial  un- 
derstanding because  we  have  only  just  gotten  it — it  seems  to  me 
that  it  jeopardizes  the  insurance  funds  in  its  organization,  as  Mr. 
Leach  has  outlined  here. 

It  seems  to  me  that  that  is  a  g^ven  and  it  expands  the  liability 
in  the  subsidiaries  with  respect  to  the  insured  deposits. 

But  I  don't  see  any  way  in  the  Administration's  regulatory  struc- 
ture as  I  understana  it  and  I  think  Mr.  Ludwig  is  advancing  it  that 
it  seems  to  me  that  there  are  large  gaps  there,  so  that  yes,  fire- 
walls may  melt,  but  you  can't  assume  that  you  are  going  to  have 
rigid  supervision  and  risk  management  to  substitute  for  regulatory 
authority. 

I  think  vou  need  somewhat  of  a  rigid  regulatory  structure  and 
that  doesnt  mean  that  abrogates  the  responsibiUty  for  strict  super- 
vision. I  think  they  are  both  needed  here. 

Mr.  Ludwig.  I  would  agree  with  you. 

Mrs.  Roukema.  Go  ahead,  Mr.  Ludwig. 

Mr,  Ludwig.  Congresswoman  Roukema,  I  would  agree  with  you. 
I  think  that  firewalls  can  be  useful,  as  I  said  in  my  oral  statement. 
However,  they  have  to  be  blended  with  serious  supervision.  Super- 
visors must  have  enough  authority  to  be  able  to  tailor  the  firewalls 
so  that  they  can  achieve  their  maximum  impact  in  those  areas 
where  there  is  significant  risk. 

Mrs.  Roukema.  You  are  not  suggesting  that  that  would  sub- 
stitute for  statutory  responsibility?  You  mean  enhance  the  statu- 
tory responsibility? 

Mr.  Ludwig,  Let  me  give  you  an  example,  if  I  might. 

Mrs.  RoUKKMA.  Yes,  please. 

Mr.  Ludwig.  In  H.R.  18  there  are  limitations  on  the  degree  to 
which  bank  funds  can  be  used  to  support  nonbanking  affiliates. 
The  23A  and  23B  limitations  in  the  Federal  Reserve  Act  are  strong. 
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sound  limitations  and  in  the  right  circumstances  make  a  big  dif- 
ference, in  my  view.  The  question  is  if  we  are  to  go  beyond  that — 
as  H.R,  18  would  suggest  in  some  cases — that  we  tailor  the  fire- 
walls to  the  specific  kind  of  activity  that  the  subsidiary  or  the  hold- 
ing company  affiliate  is  actually  engaged  in  so  that  we  do  not  over- 
firewatl. 

Let  me  give  you  an  example.  The  statute  provides  that  municipal 
revenue  bonds  can  be  engaged  in  by  a  bank  but  if  the  bank  has 
a  securities  affiliate,  the  activity  would  go  into  the  securities  affili- 
ate. Do  we  need  to  isolate  an  activity  that  we  have  already  admit- 
ted could  be  conducted  inside  the  bank  with  super-strict  firewalls, 
or  can  we  tailor  the  firewalls  in  a  way  that  is  effective  for  proper 
supervision?  That  is  really  what  I  am  getting  at. 

Chairman  Lkach.  Would  the  gentleman  yield?  The  Fed  does 
have  flexibility  to  tailor  it  in  that  fashion. 

Mr.  LuDWiG.  It  does,  sir,  but  the  way  it  is  written  it  really  tailors 
down  from  the  firewalls  that  are  specifically  mentioned  in  the  bill 
as  distinct  from  imposing  23A  and  23B  restrictions  and  allowing 
the  Fed  to  add  to  those  restrictions. 

Chairman  Leach.  Well,  my  counsel  advises  me  that  that  is  not 
the  intent  and  so  that  is  an  interpretation  that  we  wouldn't  give 
it,  but  I  just  set  that  out  to  you. 

Mr.  LuDWiG.  That's  helpful  to  hear. 

Mrs.  RoLiKEMA.  Thank  you.  I  think  we  have  covered  this  amply 
for  the  moment.  Thank  you  very  much. 

Chairman  Lkach.  Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr,  Chairman,  and  first  I  apologize 
to  the  witnesses  that  I  wasn't  here  to  hear  their  testimony.  We  had 
the  markup  of  term  limits  in  the  Judiciary  Committee  down  the 
hall. 

OK  I  guess  I  would  just  like,  with  Mr.  Ludwig  here  in  particu- 
lar, to  reiterate  my  comments,  that,  first,  I  am  utterly  amazed  that 
the  Administration  is  going  along  with  this  subsidiary  position. 

Second,  I  respect  you,  Mr.  Ludwig.  How  you  got  them  to  do  it  is 
just  unbelievable  to  me  and  I  am  hopeful  they  will  back  off  it  be- 
cause not  even,  the  wildest  deregulators  around  here  have  wanted 
to  see  a  securities  subsidiary  of  a  bank  exist. 

My  basic  problem  is  your  view  seems  to  be  leave  it  to  the  regu- 
lators, you'll  do  just  fine,  and  so  you  define  new  types  of  activities 
very  broadly  in  the  Administration  view,  incidental  to  or  part  of 
the  business  of  banking.  Could  a  computer  firm  be  incidental  to  or 

Cart  of  the  business  of  banking?  Could  an  automobile  company 
e — they  have  big  finance  companies— be  incidental  to  the  business 
of  banking? 

You  know,  most  of  us  sat  here  through  not  only  the  S&L  crisis 
but  various  crises  in  the  banking  industry  and  frankly  I  don't  have 
total  faith  in  the  regulators.  I  don't  even  have  75  percent  faith  in 
the  regulators  and  if  you  look  at  the  history  of  the  OCC,  no  dis- 
respect to  you,  the  OCC  has  had  numbers  of  problems  throughout 
the  years  in  terms  of  regulation,  and  so  here  you  are  telling  us 
that,  you  know,  (a)  any  types  of  activities;  (b)  you  don't  specify 
what  kind  of  firewalls.  You  put  the  subsidiary  in  the  bank. 

To  me  it  is  a  formula  for  disaster  and  I  have  to  tell  you  I  am 
surprised  that  the  President  and  the  Secretary  of  Treasury  went 
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along  with  this  formulation.  I  intend  to  ask  them  why  they  did. 
They  will  be  here  tomorrow,  I  guess— not  the  President,  thank  God, 
for  his  sake,  but  certainly  the  Secretary. 

I  am  just  utterly  amazed  how  in  light  of  all  the  problems  we 
have  in  this  Brave  New  World  of  banking,  in  light  of  what  hap- 

ftened  with  Baring  you  are  just  saying  we'll  leave  it  to  the  regu- 
ators,  so  I  have  some  specific  questions  but  I'd  let  you  answer  that, 
since  it  was  pretty  much  a  broadside  I  fired — but  I  am  frustrated. 

I  am  disappointed  and  I  am  on  the  verge  of  anger  at  this  Admin- 
istration, which  I  have  been  supportive  of,  for  coming  up  with  such 
an  awful  plan. 

I'd  sup]X)rt  Baker  or  Leach  more  quickly  than  I'd  support  the  Ad- 
ministration plan,  so  my  only  admiration  for  you  is  how  you  got 
them  to  do  this,  because  everyone  knows  that  this  is  your  brain- 
child— but  I  think  thev  will  regret  it.  You  tell  me  what  you  think. 

Mr.  LUDWiG.  Though  I  think  it  is  a  good  proposal,  I  can  hardly 
say  that  it  is  my  brainchild  but  let  me  say  that  I  feel  pretty  strong- 
ly on  a  number  of  different  points  here.  Number  one,  it  is  not  any 
and  all  activities.  The  Administration  proposal  is  limited  to  finan- 
cial activities.  This  is  not  a  case,  as  you  allege,  and  I  think  the  Sec- 
retary of  the  Treasury  will  make  it  clear 

Mr.  Schumf;r.  I  haven't  seen  the  details.  Doesn't  it  say  "inciden- 
tal"— "incidental  to  or  part  of  the  business  of  banking" 

Mr.  LUDWiG.  I  don't  blame  you  for  being  confused  because  the 
Administration  hasn't  put  the  whole  proposal  out. 

Mr.  ScHUMKR,  All  right,  but  the  OCC  proposal  clearly  had  that, 
said  that.  Is  this  going  to  be  scaled  back  from  the  OCC  proposal? 

Mr.  LuDWiG.  Only  financial. 

Mr.  SCHUMKR.  What  does  that  mean? 

Mr.  LuDwiG.  You're  right  to  say  that  the  line  between  finance 
and  commerce,  as  Chairman  Greenspan  said,  is  a  hard  line  to  get 
exactly  right,  and  it  changes  over  time.  For  example,  there  are  cer- 
tain data  processing  information  type 

Mr.  ScHUMER.  Let  me  ask  you  specific  questions.  I'm  beginning 
to  run  out  of  time.  I'm  sorry,  I'd  allow  you  to  respond  in  writing. 

Would  you  think  it  would  be  permissible  when  a  securities  sub- 
sidiary of  the  banking  affiliate  was  pitching  an  underwriting  to  a 
firm  that  the  loan  officer  from  the  bank  could  sit  in  on  the  meet- 
ing? Would  that  be  OK?  Because  you  don't  specify  what  kind  of 
firewalls. 

Give  me  a  yes  or  no. 

Mr.  LuDWiG.  Actually,  if  you'll  excuse  me,  we  do  specify.  I  said 
in  my  oral  testimony  that  I  thought  23A  and  23B  of  the  Federal 
Reserve  Act  and  capital 

Mr,  ScHUMEU.  That's  just  arm's  length.  I  am  asking  you  a  spe- 
cific  

Mr.  LUDWiG.  No,  23A,  excuse  me,  sir,  is  not  arm's  length.  That's 
23B. 

Mr.  ScHUMEH.  All  right. 

Mr.    LUDWlG.    23A   is   specific   restrictions   on   transaction-relat- 

Mr.  ScHUMKK,  Would  you  allow  what  I  talked  about,  yes  or  no, 
under  your  proposal?  Could  the  loan  officer  who  is  making  loans 
to  the  company  sit  in  on  the  meeting  where  the  underwriter  who 
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is  a  subsidiary  who  might  report  to  that  person  is  pitching  the  un- 
derwriting business? 

Mr.  LUDWIG.  I  would  reserve  the  question  because  1  would  like 
to  think  about  it,  but  I  think  the  answer  may  well  be  no. 

Mr.  ScHUMER.  In  other  words,  the  regulators  would  decide  under 
the  Administration  proposal? 

Mr.  LUDWiG.  Let  me  say  this,  when  you  look  at  these  activities, 
the  question  you  have  to  ask  yourself  primarily  is  whether  these 
are  riskier  activities  than  activities  in  which  banks  are  currently 
engaged? 

Mr.  ScHUMER.  But  Mr,  Ludwig,  I  don't  want  a  general  discus- 
sion. I  have  been  through  that  discussion  with  you  and  with  many 
others.  I  want  some  specific  answers  because  again  this  seems  to 
me  to  be  "leave  it  to  the  regulators." 

That  specific  issue  that  I  asked  you  about,  which  is  one  of  many, 
as  1  take  it  the  Administration  proposal,  23A,  23B  doesn't  specifi- 
cally answer  and  a  regulator  would  have  to  decide,  is  that  correct? 

Mr.  Ludwig.  As  to  whether  or  not  a  loan  officer  and  an  under- 
writer could  participate  in  a  particular  financing  from  the 
same 

Mr.  ScHUMER.  That  wasn't  exactly  my  question.  Exactly  my 
question  is  this;  The  securities  subsidiary  of  the  bank  is  pitching 
an  underwriting.  Could  the  loan  officer  who  has  made  loans  to  that 
company  sit  in  on  the  meeting? 

Mr.  Ludwig.  I  will  get  back  to  you  on  that  question. 

Mr,  ScHUMEH.  OK.  Well,  I  have,  you  know,  a  dozen  questions 
like  that 

Mr.  Ludwig.  I'll  get  back  to  you 

Mr.  ScHUMEH.  And  the  fact  that  you  can't  say 

Mr.  Ludwig.  On  every  single  one. 

Mr.  SCHUMEH.  OK,  1  thank  the  Chairman. 

Chairman  Leach.  But  before  turning  to  Mr.  Baker  I  would  like 
to  take  15  seconds  to  get  back  to  you  on  your  one  assessment  of 
the  meaning  of  our  bill  and  I  would  refer  you  to  the  bottom  of  page 
5,  the  top  of  page  26,  and  I  won't  read  it  but  it  is  very  precise.  The 
intent  is  very  clear  and  it  is  not  exactly  as  was  reflected  in  your 
statement. 

Mr.  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman. 

Before  I  start  any  of  my  questions  I  would  just  like  to  thank  Mr. 
Schumer  for  his  ringing  endorsement  of  my  legislative  proposal, 
[Laughter.] 

Mr.  Schumer.  You  can  thank  Mr.  Ludwig  for  my  ringing  en- 
dorsement of  your  legislation. 

Mr.  Baker.  Any  way  I  can  get  it,  I'll  take  it. 

I  have  a  couple  of  comments  to  Mr.  Fiechter  and  Comptroller 
Ludwig  and  a  question  to  Chairman  Heifer. 

Mr.  Comptroller,  I  do  appreciate  the  perspectives  you  brought  to 
the  debate.  1  think  it  is  very  important.  I  think  all  of  this  is  just 
a  starting  point.  There  are  seven  more  of  these  hearings  to  follow, 
perhaps  others.  This  is  going  to  be  a  lengthy  debate  and  I  suggest 
a  considerable  number  of  different  approaches  might  be  considered 
before  it  is  finally  concluded,  but  I  have  full  appreciation  for  your 
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view  that  product  diversity  within  a  financial  market  operator  is 
significantly  important. 

There  seems  to  be  a  focus,  however,  at  this  point  on  the  products 
themselves  and  whether  they  engage  in  that  service  or  product  is 
inherently  bad  or  adverse  to  common  sense  risk-taking,  rather  than 
looking  at  the  tail  end  of  the  process  and  saying  if  business  losses 
occur,  which  they  will  occur  in  any  business  at  any  time. 

What  should  be  the  responsibility  of  the  taxpayer  to  help  that  en- 
tity remain  solvent?  Do  you  or  have  you  looked  at  the  advisability 
of  changes  to  our  deposit  insurance  coverage  in  light  of  expanded 
powers  that  might  be  granted  under  some  new  proposal  yet  to  be 
tendered? 

I'll  move  along  because  our  time  is  going  to  be  real  short  here 
in  a  minute  and  you  may  wish  to  respond  to  that  to  me  in  writing 
at  a  later  time. 

Mr.  Fiechter,  with  regard  to  the  unified  thrift  issue  and  the  re- 
quirement to  diversify  what  is  now  in  a  proven  nonrisk  activity  of 
certain  affiliated  transactions  between  holding  companies  and 
thrift  members,  I  would  appreciate  your  giving  a  little  more  detail 
to  us  about  the  specific  historical  activities  and  the  relative  de^e 
of  risk,  point  to,  with  clarity,  any  failures  you  think  which  might 
have  occurred  as  a  result  of  inadequate  safeguards  and  what  risks 
finally  did  resolve  in  the  hands  of  taxpayers  as  a  result  of  that  par- 
ticular structure. 

Chairman  Heifer,  you  point  out,  page  9  of  your  written  testi- 
mony, there  are  two  lessons  to  be  drawn  from  these  experiences, 
talking  about  a  lot  of  hard  times — first,  inadequate  diversification 
of  income  sources  is  dangerous  for  banking  organizations,  a  point 
with  which  I  agree  strongly. 

However,  in  your  comments  you  appear  to  support  only  moving 
perhaps  to  securities.  I  am  unclear  as  to  whether  you  think  insur- 
ance transactions  would  be  appropriate  at  this  point. 

Have  you  reached  a  policy  determination  as  to  whether  you  think 
the  umbrella  might  be  opened  further  or  should  it  only  be  involved 
with  the  securities  matters  at  this  point? 

Ms.  Helfeh.  My  statement  addresses  in  particular  securities  ac- 
tivities because  we  have  actually  a  lot  of  experience,  more  than  is 
generally  understood,  in  that  area. 

U.S.  banks  became  major  underwriters  in  the  Eurobond  market 
outside  the  United  States  over  the  last  few  years,  particularly  in 
the  1970's,  in  operations  that  were  conducted  through  subsidiaries 
of  U.S.  banks 

Mr.  Baker.  I'm  sorry  to — our  clock  is  running  on. 

Ms.  He[JEH.  Sure.  With  respect  to  insurance,  while  I  haven't 
studied  the  issues  in  detail,  I  would  say  there  are  some  types  of 
insurance  which  I  think  pose  no  additional  or  new  risk  to  the  in- 
surance funds  such  as  life  insurance  underwriting,  which  is  essen- 
tially based  on  actuarially  determined  risk. 

I  have  some  personal  reservations  about  issues  associated  with 
property  and  casualty  insurance  underwriting  which  are  subject  to 
a  much  broader  range  of  risks 

Mr.  Baker.  Suffice  it  to  say,  then 

Ms.  Helper.  And  I  want  to  study  those  issues  more  closely. 
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Mr.  Baker.  That  the  umbrella  is  not  clearly  defined,  it  could  be 
modified  slightly? 

Ms.  Helper.  Yes. 

Mr.  Baker.  But  it  would  be  on  an  issue-by-issue  basis? 

Ms.  Helper.  Yes. 

Mr.  Baker.  The  reason  for  bringing  that  point  up  is  that  I  find 
it  difficult  to  reconcile  that  view  with  the  fact  that  the  FDIC  has 
not  taken  action  of  recent  date  to  regulate  derivatives,  which  we 
don't  really  know  the  risk  that  is  out  there  in  front  of  us. 

I  would  rather  look  to  the  tail-end  of  the  process  and  look  to 
what  we  do  to  control  taxpayer's  liability  to  pay  off  untoward 
events  rather  than  prescribe  products  or  services  that  just  inher- 
ently can't  be  offered. 

I  think  that  is  adverse  to  our  free  enterprise  system.  Let's  get 
the  taxpayer  out  and  I  will  have  a  proposal  for  all  of  the  regulators 
which  I  hope  you  will  seriously  consider  as  an  adjunct  to  that 
which  is  already  pending  with  regard  to  that  issue.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  We  will  recess  for  10  minutes,  and  Mr.  Baker, 
if  you  have  any  additional  questions,  I'll  turn  to  you  then. 

tRecess.l 

Chairman  Leach.  If  we  could  reconvene,  and  let  me  turn  to  Mr. 
Baker  if  he  has  a  follow-on  question. 

Mr.  Baker.  Thank  you,  Mr.  Chairman. 

I'll  be  real  brief.  I  really  don't  have  to  pursue  another  question. 
At  the  conclusion,  I  was  just  tossing  an  idea  over  there  to  which 
I  was  going  to  give  an  opportunity  for  Ms.  Heifer  if  she  chose  to 
respond  any  furtner. 

I  just  wanted  to  come  back  and  make  sure  I  heard  your 
responses. 

Ms.  Helper.  Well,  I  would  like  to  respond  to  the  comment  that 
the  FDIC  doesn't  regulate  derivatives 

Mr.  Baker.  Let  me  cast  a  different  net.  What  I  meant  by  that, 
because  of  the  press  of  time,  is  that  certainly  you  regulate  as  do 
all  others  interested  but,  what  I  am  suggesting  in  the  derivatives 
issue  is  that  it's  a  product  that  moves  dramatically.  We  can't  really 
regulate  it.  We  can  only  react  to  it  because  it  changes  daily. 

I  see  the  market  the  same  way.  We  can't  regulate  it  because  it 
changes  so  dramaticallv  and  there  is  no  greater  risk  implicit  with 
the  sale  or  holding  of  derivatives  for  your  own  account  than  there 
is  in  engaging  in  other  products,  and  that  is  my  point  really,  and 
I  didn't  mean  for  it  to  come  across 

Ms.  Helper,  All  right.  Well,  I  do  understand  that  point  and  I 
thank  you  very  much  for  that  clarification  because  what  we  do  try 
to  do  very  much  is  insist  that  banking  institutions  have  appro- 
priate controls  in  place  that  are  commensurate  with  the  level  of 
risk  that  the  institution  engages  in  and  in  the  risk  that  it  under- 
takes. 

Those  controls  are  controls  that  the  senior  management  of  a 
bank  must  also  monitor  regularly,  and  that.  Chairman  Greenspan 
was  quite  eloquent  in  saying,  in  the  end,  it  is  the  combination  of 
adequate  supervision  on  a  regular  basis  and  examination.  Use  of 
the  bank  examination  authority,  together  with  firewalls  which  may 
become,  as  he  said,  squishy  in  times  of  stress,  which  my  testimony 
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outlines  as  well,  is  what  will  be  appropriate  for  supervising  what 
may  be  activities  that  present  new  risks,  as  you  point  out,  and 
evolving  risks  over  time- 
In  that  sense  I  certainly  would  agree  with  you  that  the  evolution 
in  the  financial  marketplace  goes  in  directions  that  none  of  us  can 
predict.  Indeed,  we  may  see  even  a  greater  merger  of  instruments 
and  activities  in  years  going  forward,  which  I  think  is  what  vour 
bill  is  intended  to  deal  with.  1  commend  you  for  trying  to  take  a 
look  now  at  those  issues  which  we  very  much  need  to  understand. 

Mr.  LUDWIG.  Do  you  want  us  to  respond  in  writing  or  otherwise 
to  your  other  questions? 

Mr.  Baker.  I  would  ask  the  Chair's  pleasure? 

Chairman  Leach.  Please.  I  think  you  could  respond,  yes. 

Mr.  LUDWiG.  You  raise  the  issue  of  whether  or  not  new  activities 
should  be  outside  the  deposit  insurance  net.  I  commend  Chairman 
Leach  for  raising  the  issue  in  his  bill,  and  I  think  you  may  do  so 
as  well  in  your  bill.  The  wholesale  funded  depository,  where  a  de- 
pository is  taking  institutional  deposits,  is  an  alternative  that  may 
address  some  of  the  concerns  that  you  have  raised  and  that  may 
indeed  be  an  option. 

Mr.  FffiCHTKH.  I  would  like  to  respond  in  writing.  You  asked 
about  specific  cases.  Thank  you. 

Chairman  Lkach.  Let  me  just  make  one  very  quick  point  and 
then  turn  to  Mr.  Bentsen. 

I  would  also  say  on  the  issue  of  whether  you  have  activities  in 
the  holding  company  versus  within  the  bank,  one  of  the  concerns 
of  Congress,  particularly  the  Commerce  Committee  but  also  this 
committee,  is  the  question  of  functional  regulation.  There  is  a  his- 
toric belief  that  if  you  have  it  in  the  holding  company  structure  you 
have  a  little  more  pristine  approach  to  functional  regulation.  That 
has  been  an  assumption.  It  may  not  be  100  percent  valid  but  it  is 
one  of  the  guideposts  by  which  in  an  inter-committee  circumstance 
out  of  comity  and  also  for  shared  concerns  that  there  are  reasons 
to  approach  it  that  way. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Let  me  first  comment  on  something  that  Mr.  Schumer  had 
brought  up,  the  aspect  of  potential  of,  I  guess,  tying  is  what  it's 
been  called  in  the  past  and  I  can  assure  you  in  my  days  as  an  in- 
vestment bank  while  you  didn't  go  into  the  room  in  the  bank  in  its 
securities  portion  that  both  people  were  there,  but  I  do  remember 
competing  against  some  banks  and  the  chairman  of  the  board,  who 
was  making  the  decision,  also  had  a  lot  of  loan  activity  with  the 
bank,  and  there  are  more  than  a  number  of  occasions  where  we 
lost  I  think  in  part  due  to  that,  so  I  think  subtly  that  goes  on  re- 
gardless of  what  you  do. 

I  think  you  try  and  beat  that  by  being  more  competitive. 

I  would  like  to  ask  a  couple  of  questions,  first  relating  to  the  Ad- 
ministration's concept  of  the  corporate  structure,  as  you  see  it,  in 
your  bill,  and  how  that  relates  to^I  gather  that  what  you  all  are 
saying  is  that  you  support  some  form  of  a  subsidiary  structure 
rather  than  the  Chairman's  affiliate  structure  or  even  a  complete 
integration  of  investment  banking  and  commercial  banking. 

I  would  like  you  to  comment  on  that  to  make  sure  I  understand 
it  properly. 
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Second  of  all,  earlier  this  morning  Chairman  Greenspan  testified. 
You  all  were  here  for  most  of  that,  I  think  and  he  talked  about  the 
fact  that  even  though  you  might  have  a  separation  with  a  subsidi- 
ary, for  accounting  purposes  a  loss  in  the  subsidiary  would  run  up- 
stream to  the  parent  company  and  would  affect  their  balance  sheet 
at  least  for  accounting  purposes,  and  I  would  like  to  hear  your  com- 
ments on  that. 

Mr.  LuDwiG.  First,  to  your  comment  about  structure,  the  Sec- 
retary tomorrow  will  lay  it  out  in  greater  detail.  The  proposal  does 
not  require  that  new  activities  be  conducted  in  a  suDsidiary  of  a 
bank,  but  rather  it  leaves  it  up  to  the  institution  and  the  market- 
place to  determine.  In  other  words,  the  locus  could  be  a  holding 
company  affiliate,  as  Chairman  Leach  has  proposed  in  H.R.  18,  or 
a  subsidiary  of  a  bank  with  firewalls  and  supervisory  controls  to 
make  sure  that  there  was  adequate  safety  and  soundness.  Rather 
than  choose  the  corporate  form  for  the  institution,  which  we  don't 
believe  makes  a  difference  from  a  safety  and  soundness  perspec- 
tive, we  would  leave  it  up  to  the  marketplace. 

Second,  as  to  the  accounting  issue,  where  a  subsidiary  gets  in 
trouble,  and  either  the  regulator  directs  the  liquidation  or  it  goes 
into  bankruptcy,  you  would  deconsolidate  from  an  accounting  per- 
spective, and  the  loss  would  be  limited  to  the  investment.  You 
could  also,  if  you  wanted  to,  have  a  RAP  accounting  convention 
that  would  deconsolidate,  but  I  think  it  is  taken  care  of  under  cur- 
rent accounting. 

Mr,  Bentsen.  In  terms  of  the  firewalls  that  you  were  talking 
about  setting  up,  I  gather  then  what  you  are  saying  is  that  leave 
it  up  to  the  institutions  to  decide  what  structure  they  want  to  do 
within  come  confines  of  some  rules,  but  in  terms  of  the  firewalls, 
and  I  think  you  all  touched  on  this  earlier,  would  there  be  any  sort 
of  capital  requirements  for  the  subsidiary 

Mr.  LuDWiG.  Yes. 

Mr.  Bentsen.  I  mean  that  in  terms  of  if  Bank  A  decides  to  set 
up  an  affiliate  or  investment  banking  subsidiary,  would  they  have 
a  separate  capitalization  of  that  subsidiary? 

Mr.  LuDwiG.  Absolutely.  There  would  be,  as  I  mentioned  in  my 
oral  statement,  23A  and  23B  and  capital  firewalls.  This  will  be  laid 
out  in  a  more  detailed  fashion  by  the  Secretary  of  the  Treasury. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you.  Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman. 

Good  afternoon.  I  was  going  to  say  good  morning — last  time  I 
was  here. 

I  understand  that  you  have  already  to  some  extent  taken  posi- 
tions on  some  of  the  bills,  both  H.R.  18  and  the  sort  of  Baker- 
D'Amato  approach,  but  I  wonder  if  you  could  outline  where  you 
would  have  problems  that  could  not  be  resolved  through  your  cur- 
rent regulatory  powers  extended  to  a  more  diversified  holding  com- 
pany or  entity  with  the  Baker  approach,  and  possibly  starting  with 
the  Controller,  Mr.  Ludwig. 

Mr.  Ludwig.  Let  me  say  in  terms  of  both  H.R.  18  and  the  Baker 
bill,  there  are  a  lot  of  good  things  in  both  bills.  Indeed,  the  Baker 
bill  actually  contemplates  the  sort  of  structural  flexibiUty  which  we 
have  been  discussing  so  much  here  today. 
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In  terms  of  the  firewalls  in  the  Baker  bill,  they  are  similar  in 
some  respects  to  those  in  H.R.  18.  I  would  urge  in  both  cases  that 
the  regulators  be  given  flexibility  to  set  firewalls  appropriately  for 
the  specific  kind  of  activity  involved.  That  is  important  because 
otherwise — ^particularly  where  you  have  activities  pulled  out  of  the 
bank,  some  of  which  may  really  not  be  that  risky — ^you  can  set  up 
30  many  firewalls  that  you  lose  the  synergies. 

Under  the  Baker  bill  we  would  have  significant  regulatory  au- 
thority, as  we  would  under  the  proposal  of  the  Chairman. 

Mr.  Lazio.  Are  you  satisfied  with  that? 

Mr.  LUDWIG.  I  think  that  under  both  structures  there  would  be 
satisfactory  regulatory  authority.  As  I  said,  I  think  it  is  important 
to  have  that,  and  I  think  it  is  important  to  have  as  much  flexibility 
as  possible  because  this  is  a  dynamic  worid. 

Mr.  Lazio.  So  you  think  under  either  proposal  that  you  would 
have  sufficient  regulatory  flexibility  to  protect  deposits,  deposit  in- 
surance more  particularly? 

Mr.  LUDWlG.  I  think  we  would  have  sufficient  regulatory  tools. 
I  would  like  to  get  back  to  you  in  writing  with  respect  to  whether 
or  not  the  specific  firewalls  in  the  Baker  approach  have  the  flexibil- 
ity for  the  regulator  that  I  have  mentioned  several  times  this 
morning.  Fundamentally,  both  approaches  give  the  bank  regulator 
the  tools  that  the  regulator  needs  to  properly  supervise. 

Mr.  Lazio.  Thank  you. 

Ms.  Helfer.  Congressman  Lazio,  I  would  like  to  add,  because  it 
hasn't  been  added  for  the  oral  record  at  least,  although  it  is  in  my 
written  statement,  the  FDIC  is  concerned  that  there  is  one  area 
where  section  23A  has  an  exemption  for  transactions  between  the 
insured  bank  and  a  wholly  owned  subsidiary. 

The  First  Options  case  is  in  fact  an  example  of  a  situation  where 
the  lening  fi-om  the  insured  bank  to  First  Options  was  not  gov- 
erned by  section  23A  and  section  23A  was  not  actually  applied  by 
the  regulator  as  a  prudential  matter.  We  at  the  FDIC  are  con- 
cerned that  we  have  seen  examples  over  the  last  10  years  in  some 
cases  that  have  caused  losses  to  the  insurance  fund  where  there 
have  been  transactions  between  the  insured  bank  and  a  subsidiaij 
that  were  not  governed  by  the  restrictions  of  sections  23A  and  23B 
so  we  encourage  the  committee  to  take  a  look  at  that  and  see  if 
we  can  strengthen  those  particular  protections. 

Mr.  Lazio.  To  what  extent  was  that  a  judgment  on  the  part  of 
the  regulator? 

Ms.  Helper.  Well,  actually,  the  provision.  Section  23A  of  the 
Federal  Reserve  Act,  specifically  excepts  transactions  between  the 
insured  bank  and  the  wholly  owned  subsidiary,  those  that  are  cov- 
ered loans  and  the  like  and  other  covered  transactions. 

Generally  regulators  have  applied  section  23  in  those  contexts  as 
a  prudential  matter  to  protect  the  insured  bank,  but  not  always, 
and  for  that  reason  we  have  had  concerns  that  on  occasion  there 
have  been  losses  to  the  insurance  fund  where  those  protections 
have  not  been  adequate, 

Mr.  LuDWlG.  If  I  might  respond  specifically  to  the  First  Options 
matter  because  it  was  our  institution,  we  did  in  fact  have  restric- 
tions in  place.  In  other  words,  as  the  Chairman  correctly  stated, 
frequently  we  impose  by  condition  the  23A  and  23B  limitations.  So, 
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for  example,  when  we  recently  approved  Mellon's  acquisition  of 
Dreyfiis  Securities,  we  imposed  limits  by  condition. 

First  Options  was  a  case  where  our  conditions  were  violated  and 
the  transaction  was  reversed  within  hours.  As  soon  as  we  found  out 
about  it,  we  demanded  that  it  be  reversed  and  it  was  reversed 
within  hours,  but  it  is  a  case  where  we  did  in  fact  impose  condi- 
tions by  agreement. 

Ms.  Helper.  Unfortunately,  we  have  examples  where  such  trans- 
actions were  not  reversed  in  other  institutions  and  there  were 
losses  to  the  insurance  fund,  which  is  why  I  wanted  to  bring  this 
to  the  committee's  attention. 

Mr.  Lazio.  Thank  you.  I  know  my  time  has  expired. 

Mr.  Baker  [Presiding].  The  gentleman's  time  has  expired. 

Mr.  Lazio.  Thank  you. 

Mr.  Bakek.  Mr.  Castle. 

Mr.  Castu;.  Thank  you,  Mr.  Chairman.  I  guess  I  don't  really 
have  a  question,  but  just — and  I  missed  your  testimony  and  the 
questions  before  so  I  don't  want  you  to  duplicate  it  if  we  can  avoid 
it,  but  just  listening  to  this,  Mr.  Baker's  bill,  which  I  am  a  co-spon- 
sor of,  I  think  has  some  arguable,  valid  points  for  its  consideration. 
Mr.  Leach's  bill  is  perhaps  a  little  more  conservative  but  also  does. 
The  Administration  apparently  has  a  separate  proposal. 

Some  of  this  I  guess  is  new  to  you,  too,  for  all  that  matters,  in 
the  last  few  days. 

I  don't  really  care  about  the  struggle  over  who  should  do  the  reg- 
ulatory work  but  I  just  care  about  getting  this  right.  I  haven  t 
heard  anybody  testifying  today  and  I  don't  think  any  of  your  testi- 
mony said — I  haven't  heard  anyone  say  that  they  are  opposed  to 
this  reordering  of  the  financial  industry  or  whatever  and  this  is  not 
a  very  partisan  issue,  it  seems  to  me,  and  it  goes  beyond  any  par- 
ticular administration. 

I  would  just  hope  we  would  all  be  able  to  sit  down  and  really 
work  on  this  together. 

It  would  help  me  just  to  see  a  comparison  of  these  three  or  any 
other  measures  as  to  what  they  all  do  as  to  the  impact  on  the  dif- 
ferent groups  and  individuals  that  would  be  affected  by  it,  just  to 
get  a  real  firm  grasp  of  what  we  are  dealing  with. 

This  is  not  easy  material  for  Members  of  Congress  who  are  wor- 
ried about  a  regulatory  bill  on  the  floor  and  the  welfare  reform 
coming  up,  whatever  the  heck  it  may  be.  It  would  be  very,  very 
helpful  for  us  to  have  that  information,  not  in  the  form  of  a  Bank- 
ing Committee  with  5  minutes  of  testimony  and  5  minutes  of  ques- 
tioning but  in  the  form  of  good  production  so  that  we  could  really 
see  what  all  this  does  and  be  able  to  reach  our  own  decisions. 

I  am  firmly  convinced  that  we  should  do  something.  I  know  Rich- 
ard would  like  me  to  say  I  am  firmly  convinced  we  should  do  his 
bill.  I  am  not  totally  convinced  it  is  the  only  way  to  go,  although 
1  think  it  is  a  very  good  start,  and  I  would  hope  that  we  would  be 
able  to  secure  that  information  beyond  normal  testimony. 

1  am  not  even  saying  it  doesn't  exist  now  but  as  we  develop  this, 
that  would  be  very  helpful  to  me.  I  don't  know  about  the  other 
Members,  but  it  sure  as  heck  would  help  to  develop  my  thinking 
because  I  really  want  to  get  this  done,  I  don't  want  to  see  it  end 
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up  in  some  sort  of  a  political  struggle,  so  I'd  just  leave  you  with 
that,  for  whatever  it's  worth. 

Mr.  LUDWiG.  We  would  very  much  Hke  to  work  with  you, 

Ms.  Helper.  Yes,  indeed. 

Mr.  Baker.  Mr.  LoBiondo,  do  you  have  a  question? 

Mr.  LoBlONDO.  No  questions. 

Mr.  Baker.  Mr.  Watts. 

Mr.  Watts,  No  questions. 

Mr.  Baker.  Well,  I've  been  given  the  discretionary  authority  to 
make  this  decision.  This  holding  company  is  now  absolved.  [Lau^- 
ter.] 

[Whereupon,  at  2:27  p.m.,  the  hearing  was  adjourned.] 
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H.R  1062,  THE  FINANCIAL  SERVICES 

COMPETITIVENESS  ACT  OF  1995, 

GLASS-STEAGALL  REFORM, 

AND  RELATED  ISSUES  (REVISED  H.R  18) 


WEDNESDAY,  MARCH  1,  1995 

HOUSK  OF  Rki'kkskntatives, 
COMMITTKE  ON  BANKING  AND  FINANCIAL  SERVICES, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:30  a.m.,  in  room 
2128,  Raybum  House  Office  Building,  Hon.  James  A.  Leach  [chair- 
man of  the  committee]  presiding. 

Present:  Chairman  Leach,  Representatives  McCollum,  Roukema, 
Bereuter,  Roth,  Baker  of  Louisiana,  Lazio,  Bachus,  Castle,  Royce, 
Lucas,  Ehrhch,  Chrysler,  Cremeans,  Fox,  Heineman,  LoBiondo, 
Watts,  Kelly,  LaFalce,  Vento,  Schumer,  Frank,  Kanjorski,  Ken- 
nedy, Flake,  Orton,  Maloney,  Roybal-AUard,  Barrett  of  Wisconsin, 
Velazquez,  Wynn  and  Bentsen. 

Chairman  Leach.  The  committee  will  come  to  order.  Let  me 
apologize.  The  party  had  a  caucus  on  Mexico  this  morning  that 
went  a  little  bit  longer  than  expected.  Let  me  make  one  announce- 
ment for  the  committee  in  that  regard. 

It  is  the  intent  of  the  majority  leadership  to  bring  up  the  Kaptur 
resolution  on  Mexico,  that  was  reported  out  of  this  committee,  late 
this  afternoon  or  early  this  evening,  so  it  is  expected  to  be  on  the 
floor  this  evening. 

There  will  be  an  hour  debate  which  is  controlled  by  myself  as 
Chairman  of  the  committee.  I  will  give  half  the  time  to  the  minor- 
ity party,  presumably  to  Mr.  LaFalce,  but  that  will  be  worked  out 
at  a  later  point. 

Finally,  with  regard  to  Mexico,  as  we  greet  our  distinguished 
Secretary  of  the  Treasury  to  discuss  Glass-Steagall,  let  me  stress 
as  strongly  as  I  can  that  there  are  clear  differences  in  judgment  of 
many  Members  of  Congress  on  this  issue,  and  these  are  fair  and 
reasonable  and  philosophical  differentiations,  but  speaking  from 
this  Member's  perspective  on  the  issue  of  ethics,  I  have  thorough 
confidence  in  the  Secretary  of  the  Treasury,  and  I  would  stress  to 
everybody  in  this  room  that  the  Secretary  came  into  public  service 
and  thereby  hmited  his  capacity  to  earn  money,  not  the  reverse. 

One  may  or  may  not  agree  or  disagree  with  any  Treasury  policy, 
but  that  is  a  very  different  issue  than  agreeing  or  disagreeing  with 
the  ethics  of  the  individuals  that  are  conducting  the  stewardship 
of  our  economic  policy,  and  this  Member  has  thorough  and  com- 
plete confidence  on  that  score. 

(69) 
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Mr.  Secretaiy,  we  welcome  you  as  well  as  Mr.  Newman,  and  if 
you  have  an  opening  statement,  pleased  proceed. 

Mr.  Rubin.  Mr,  Chairman,  let  me  start  by  thanking  you  for  your 
remarks.  Chairman  Leach 

Chairman  Leach.  Excuse  me.  I  don't  mean  to  cut  you  off.  Others 
might  have  opening  statements.  I  didn't  inquire  in  advance,  and  1 
apologize.  Any  on  our  side? 

[No  response.] 

Chairman  Leach.  On  your  side,  John? 

Mr.  LaFalce.  I  think  because  we  are  starting  so  late  it  would 
probably  be  best  if  we  just  put  them  in  the  record. 

Chairman  Leach.  Let  me  turn  quickly  to  Ms.  Maloney.  Your 
hand  is  raised. 

Mrs.  Maloney.  I  just  want  to  thank  the  Chairman  for  his  com- 
ments and  state  that  long  before  Mr.  Rubin  joined  government, 
which  was  well  over  2  years  ago,  he  took  many  steps  to  be  inde- 
pendent. He  has  put  all  of  his  assets  in  a  blind  trust.  I  have  known 
nim  for  20  years.  He  has  served  our  city  of  New  York  in  various 
public  capacities,  in  addition  to  his  work  on  Wall  Street,  with  great 
distinction  and  has  a  reputation  beyond  refute,  and  I  am  deeply 
troubled  by  the  troubling  comments  made  by  one  of  our  colleagues 
on  this  committee  that  had  absolutely  no  merit,  was  waving  a  flag, 
insinuating,  and  I  am  deeply  offended  by  it. 

I  just  wanted  to  put  that  on  the  record,  and  to  thank  the  Chair- 
man. I  agree,  we  can  disagree  on  the  merits,  but  let's  not  turn  this 
into  a  witch  hunt  or  a  McCarthyite  attack  on  another  person. 

Likewise,  I  would  for  the  record  like — and  I  had  no  intention  of 
making  an  opening  statement,  but  I  did  want  to  make  a  few  com- 
ments on  yesterday's  hearing. 

I  want  to  comment  on  some  of  the  things  that  Federal  Reserve 
Chairman  Alan  Greenspan  said.  Knowing  of  Chairman  Green- 
span's support  for  modernization  of  our  banking  laws,  1  fully  ex- 
pected his  testimony  to  provide  assurances  that  these  proposed  re- 
forms will  not  aflect  the  safety  and  soundness  of  the  nation's  de- 
posit insurance  system. 

However,  a  number  of  Chairman  Greenspan's  statements  actu- 
ally heightened  my  concern  over  the  impact  of  these  reforms  on  de- 
posit insurance. 

First  and  foremost,  I  am  very  troubled  over  the  Fed  Chairman's 
assertion  that,  and  I  quote,  "firewalls  melt  in  a  crisis,"  and  by  his 
inability  or  unwillingness  to  specifically  suggest  what  structures 
could  be  put  in  place  to  prevent  such  a  meltdown. 

Second,  I  found  Chairman  Greenspan's  answer  to  my  question 
about  conflicts  of  interest  within  these  proposed  diversified  compa- 
nies to  be  extremely  troubling,  and  I  was  likewise  troubled  by  his 
assertion  that  there  is  no  way  to  control  the  so-called  "rogue  trad- 
ers" that  happened  in  Kidder  Peabody,  Salomon  Brothers,  and 
most  recently  in  Barings. 

But  if  we  put  banks  with  insured  deposits  at  risk  to  the  actions 
of  these  rogue  traders,  aren't  we  then  conceding  that  some  banks 
will  fail  because  of  these  traders  and  the  Fed's  apparent  position 
that  it  cannot  protect  the  bank  against  them? 

I  share  the  concern  of  most  members  of  this  committee  that  our 
financial  services  laws  must  be  updated,  but  from  what  I  heard 
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yesterday,  the  risks  of  the  proposed  reforms  may  be  far  higher  than 
we  had  anticipated. 

Thank  you,  Mr,  Chairman. 

Chairman  Leach.  Thank  you,  Mrs.  Maloney. 

Secretary  Rubin. 

STATOMENT  OF  HON.  ROBERT  RUBIN,  SECRETARY,  DEPART- 
MENT OP  THE  TREASURY;  ACCOMPANIED  BY  FRANK 
NEWMAN,  DEPimr  SECRETARY,  DEPARTMENT  OF  THE 
TREASURY 

Mr,  Rubin.  I  think,  Mrs.  Maloney,  or  at  least  I  hope  that  my  tes- 
timony and  our  coniments  will  be  responsive  to  some  of  the  ques- 
tions you  have  raised,  which  we  also  think  are  exceedingly  impor- 
tant questions. 

Mr.  Leach,  Mr.  Gonzalez,  members  of  the  committee,  1  am  very 
pleased  to  be  here  today  with  Deputy  Secretary  Frank  Newman  to 
discuss  the  Administration's  views  on  repealing  the  Glass-Steagall 
Act  and  modernizing  our  financial  system,  ail  m  the  context  of  an 
absolute  commitment  to  maintaining  safety  and  soundness. 

Both  of  us  have  had  long  hands-on  experience  in  the  matters  be- 
fore this  committee  today.  We  have  botti  worked  diligently  on  the 
proposals  under  consideration,  and  both  of  us  are  committed  to  a 
productive  dialogue  with  Congress  on  financial  modernization. 

While  I  shall  proceed  with  the  opening  statement,  it  is  our  hope 
that  the  Members  of  the  committee  will  look  to  both  of  us  for  com- 
ments in  the  subsequent  discussion. 

Mr.  Chairman,  there  has  been  a  great  deal  of,  in  our  view  at 
least,  common  ground  on  the  big  issues  that  have  developed  over 
the  course  of  the  last  few  months,  and  your  leadership,  obviously, 
has  played  a  major  role  in  that. 

In  our  view,  that  agreement  on  the  big  issues  is  the  forest,  and 
while  there  are  differences  on  some  of  the  specifics,  and  one  of 
them,  obviously,  is  the  right  to  use  the  subsidiary  for  the  non-bank 
affiliates,  and  while  these  specifics  are  important  and  need  to  be 
resolved,  nevertheless,  in  our  view,  these  are  trees. 

So  as  we  go  through  both  my  testimony  and  our  discussion,  we 
would  like  to  suggest  that  we  always  keep  in  mind  the  context, 
which  is  the  agreement  on  what  are  really  the  big  issues  about 
combining  these  industries. 

As  I  say,  I  think  you  have  played  a  very  major  role  in  leadership 
in  forging  that  agreement,  while  at  the  same  time  we  discuss  the 
specifics  on  which  there  may  be  disagreements. 

The  proposals  that  you  have  introduced,  in  our  view,  are  ex- 
tremely well-framed,  and  will  serve  us  well  in  discussions  leading 
to  a  balanced  and  constructive  legislative  resolution. 

This  committee  has  provided  strong  bipartisan  leadership  in  the 
Pjast  Congress  for  important  banking  legislation.  I'm  referring  spe- 
cifically to  interstate  banking.  We  believe  that  by  continuing  this 
bipartisan  manner,  we  have  the  opportunity  to  continue  the  enact- 
ment of  historic  reforms  of  our  financial  system. 

The  case  for  financial  modernization  has  been  made  repeatedly 
over  recent  years.  Let  me  just  briefly  go  back  to  it,  if  I  may. 

Fundamentally,  the  segmentation  of  financial  markets  and  insti- 
tutions envisioned  in  current  law  does  not  correspond  to  current 
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circumstances.  Commercial  banks  compete  vigorously  with  securi- 
ties firms,  mutual  funds  and  insurance  companies  for  the  funds  of 
savers,  and  banks  no  longer  rely  on  traditional  loans  as  their  pri- 
mary source  of  growth  ana  profitability. 

Banks  have  responded  by  offering  new  products  and  services  in- 
tended to  generate  fee  income,  and  by  expanding  into  markets  re- 
lated to  their  basic  business  such  as  insurance,  securities,  mutual 
funds  and  trading. 

Like  banks,  other  providers  of  financial  services  have  diversified 
over  the  years,  in  many  cases  ^  introducing  bank-like  products. 
For  example,  securities  firms  offer  cash  management  accounts  as 
substitutes  for  commercial  bank  deposits,  and  securities  firms,  in 
some  cases,  issue  credit  cards.  Securities  firms  are  active  in  mak- 
ing commercial  loans,  either  directly  or  as  loan  syndicators.  Fi- 
nally, securities  firms  compete  with  banks  through  commercial 
paper,  private  placements  and  securitized  assets. 

Like  securities  activities,  insurance  activities  bear  important 
similarities  to  banking.  Insurance  companies  seek  to  attract  sav- 
ings, tike  banks.  Insurance  companies  intermediate  funds  received 
into  loans,  like  banks.  Insurance  companies  are  involved  in  many 
of  the  same  functions  as  banks  and  securities  firms  in  support  of 
the  insurance  company  activities,  for  example,  trading  and  various 
kinds  of  investment  activities. 

Because  of  these  similarities,  there  is,  in  our  judgment,  and  obvi- 
ously in  your  judgment  from  the  legislation  that  you've  introduced, 
a  strong  case  for  permitting  affiliations  between  banking  and  secu- 
rities firms,  offering  opportunities  for  efficiencies  and  better  serv- 
ice, and  we  would  extend  that  to  insurance  companies. 

For  these  reasons  we  believe  that  current  restrictions  on  affili- 
ations between  banks  and  insurance  companies  and  securities  com- 
panies are  outdated  and  overly  restrictive.  At  the  same  time,  we 
are  exceedingly  mindful  of  the  varying  degrees  of  risk  that  accom- 
pany different  types  of  insurance  and  securities  activities. 

To  focus  for  the  moment  on  insurance,  underwriting  life  insur- 
ance presents  less  risk  than  underwriting  certain  lines  of  property 
and  casualty  insurance.  The  structural  framework  for  financial 
modernization  should  provide  for  ways  to  deal  with  these  facts  and 
distinctions. 

The  U.S.  financial  system  is  the  most  restrictive  of  the  developed 
economies  with  respect  to  structure  and  affiliations  of  financial  in- 
stitutions. Where  these  restraints  have  become  outmoded  by  chang- 
ing conditions,  in  our  view,  those  constraints  should  be  lifted.  A 
more  modem  legal  framework  can  make  U.S.  banks,  securities 
firms,  insurance  companies  and  other  financial  firms  more  efficient 
at  home  and  more  competitive  in  the  international  marketplace. 

Having  said  that,  let  me  repeat  once  again:  it  is  absolutely  essen- 
tial that  the  financial  system  maintain  safety  and  soundness.  In 
our  view,  properly  structured  product  diversification  should  in- 
crease— not  decrease — safety  and  soundness  just  as  we  believe  the 
interstate  banking  legislation  that  you  passed  last  year  increased 
safety  and  soundness  through  geographical  diversification. 

Let  me  now  go  into  our  views  on  the  structure  of  financial  mod- 
ernization. The  Administration's  approach  to  financial  system  re- 
form has  six  key  objectives.  First,  as  I  said  a  moment  ago,  promot- 
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ing  efficiency  and  competition,  and  thereby  providing  better  service 
for  users  by  eliminating  unwarranted  restrictions  on  financial  serv- 
ice providers. 

Second,  maintaining,  and  in  our  view,  enhancing  safety  and 
soundness  of  FDlC-insured  depository  institutions  and  the  Federal 
deposit  insurance  funds.  We  would  be  opposed  to  anything  that  we 
felt  diminished  safety  and  soundness. 

Third,  encouraging  market  discipline  by  avoiding  extension  of  the 
Federal  safety  net. 

Fourth,  providing  effective  oversight  of  the  affiliations  and  the 
activities  in  question. 

Fifth,  providing  a  meaningful  two-way  street  by  which  securities 
firms  can  affiliate  with  banks  or  banks  with  securities  firms. 

And,  sixth,  making  U.S.  financial  service  providers  stronger  at 
home  so  they  will  be  oetter  able  to  compete  abroad. 

As  a  general  matter,  we  would  permit  an  FDlC-insured  deposi- 
tory institution  to  affiliate  with  a  securities  firm,  insurance  com- 
pany or  other  financial  company. 

We  would  likewise  permit  such  a  non-bank  financial  services 
company  to  affiliate  with  an  insured  depository  institution.  In  other 
words,  it  can  go  both  ways.  This  could  be  done  by  allowing  the  af- 
filiated company  to  be  a  subsidiary  of  the  insured  depository  insti- 
tution, or  the  institution's  parent  company. 

In  other  words,  the  structure  could  either  be  through  a  holding 
company,  or  the  non-bank  financial  services  company  could  be  a 
subsidiary  of  the  bank.  The  choice  of  corporate  structure  would  be 
a  private  business  decision. 

In  our  view — and  we  think  this  is  a  very  important  subject  for 
future  discussion,  both  in  this  hearing  and  subsequently — there  is 
no  inherent  difference  with  respect  to  safety  ana  soundness,  be- 
tween a  holding  company  structure  and  a  subsidiary  structure. 

The  whole  question  is  what  are  the  safeguards,  what  are  the  fire- 
walls, and  how  are  the  activities  between  the  two  institutions 
conducted. 

If  that  is  correct,  and  that  is  our  view — but,  as  I  said,  that  is 
something  which  we  presumably  will  have  an  opportunity  to  dis- 
cuss today,  and  we  look  forward  to  discussing  in  days  subsequent 
to  this  hearing — then  we  believe  the  private  sector  should  be  able 
to  decide  for  itself  how  to  structure  its  business. 

Having  mentioned  firewalls,  let  me  immediately  sa^  again,  as  I 
said  a  few  moments  ago,  that  we  believe  in  strong  firewalls,  and 
we  believe  in  legislated  firewalls. 

Under  our  approach,  insured  depository  institutions  could  affili- 
ate with  firms  that  underwrite  securities  or  insurance  only  if  regu- 
lators make  several  findings. 

First,  that  the  institutions  are  well -capitals  zed  and  well-man- 
aged. Second,  that  the  institutions  and  their  affiliates  have  internal 
controls  adequate  to  manage  financial  and  operational  risk.  And, 
third,  that  the  affiliation  would  be  unlikely  to  impair  the  institu- 
tions' safety  and  soundness. 

We  believe  it  is  absolutely  critical  that  insured  depository  institu- 
tions' affiliates  not  become  a  source  of  weakness  to  the  insured 
depository  institution.  It  is  for  that  reason  that  we  have  the  req- 
uisites for  affiliation  that  I  just  mentioned.  It  is  also  for  that  rea- 
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son  that  we  would  maintain  regulators'  authority  to  impose  consoH- 
dated  capital  standards  on  bank  holding  companies. 

Consolidated  capital  standards  can  serve  as  a  measure  of  the 
health  of  the  overall  organization  and  thus  reduce  the  chances  that 
the  affihates'  weaknesses,  if  such  should  develop,  would  pose  unac- 
ceptable risks  to  insured  depository  institutions.  But  applying  con- 
solidated capital  standards  to  highly  diversified  organizations  when 
the  insured  depository  institution  is  a  relatively  small  percentage 
of  the  entire  institution,  may  create  problems.  Accordingly,  our  ap- 
proach provides  for  the  establishment  of  a  forum  for  regulators  to 
determine  the  circumstances  under  which  consolidated  capital  re- 
quirements should  apply  when  you  have  holding  companies  that 
have  less  than  half  of  their  assets  in  insured  depository  institu- 
tions. 

In  addition,  we  would  maintain  the  authority  of  insured  deposi- 
tory institutions'  primary  Federal  regulators  to  verify  compUance 
wiui  restrictions  on  the  institutions'  transactions  with  affiliates, 
and  we  would  require  Federal  regulators  to  coordinate  the  institu- 
tions' examinations  to  prevent  such  abuses  as  shell  games  as  well 
as  to  minimize  overlap.  This  would  complement  existing  law  re- 
quiring regulators  to  coordinate  examinations  so  as  to  reduce  regu- 
latory ourden. 

We  believe  that  firewalls,  and  I  am  repeating  something  I  said 
a  few  moments  ago^  and  particularly  restrictions  on  transactions 
between  an  insured  depository  institution  and  its  affiliates,  should 
be  strong  enough  to  provide  necessary  protection  to  the  insured  de- 
pository institution  and  should  be  legislated.  We  are  confident  that, 
together  with  Congress,  we  can  construct  such  firewalls  without 
negating  the  synergies  which  would  result  from  allowing  institu- 
tions to  affiliate  in  the  first  place  and  which  are  the  overall  pur- 
pose or  objective  of  this  entire  undertaking. 

To  achieve  true  competitive  equality  and  opportunities  for  effi- 
ciency and  competition,  we  would  permit  companies  engaged  in  fi- 
nancial activities  to  affiliate  with  insured  depository  institutions, 
just  as  insured  depository  institutions  are  permitted  to  affiliate 
with  such  companies.  That  is  a  two-way  street.  We  also  would 
allow  an  affiliate  of  an  insured  depository  institution  to  hold  a  di- 
versified portfolio  of  investments  in  nonfinancial  firms  made  in  the 
course  of  the  affiliate's  merchant  banking  or  venture  capital  activi- 
ties. That  reflects  the  reality  of  modern  brokerage  and  investment 
banking  firms,  almost  all  of  which  have  portfolios  of  these  kinds  of 
investments.  But  we  would  limit  such  investments  in  the  aggregate 
to  an  appropriate  level,  and  our  suggestion  is  5  percent  of  consoli- 
dated assets,  though  that  is  obviously  a  subject  that  we  are  totally 
open  to  discussion  on. 

A  brief  comment,  if  I  may,  on  functional  regulation.  Functional 
regulation,  as  you  know,  refers  to  a  regulatory  process  in  which  a 
given  financial  activity  is  regulated  by  the  same  regulator  regard- 
less of  who  conducts  the  activity.  The  purpose  of  functional  regula- 
tion is  to  bring  greater  effectiveness  and  efficiency  to  the  regulatory 
process.  To  advance  this  approach,  we  would  limit  banks'  current 
exemption  from  SEC  broker/dealer  registration  and  eliminate 
banks'  exemption  from  investment  adviser  registration.  We  also 
would  facilitate  appropriate  delegation  by  the  functional  regulator 
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to  the  lead  regulator  for  the  entity  in  the  interest  of  simplicity  and 
regulatory  economy. 

We  would  establish  a  seven-member  National  Council  on  Finan- 
cial Services,  consisting  of  the  Secretary  of  the  Treasury,  the  chair- 
man of  the  Federal  Reserve  Board,  the  chairmen  of  FDIC,  the  SEC 
and  the  CFTC,  the  Comptroller  of  the  Currency  and  the  Director 
of  the  Office  of  Thrift  Supervision.  The  Council  would  be  an  inter- 

gjency  policy  forum,  not  a  hands-on  regulator  or  bureaucracy.  The 
ouncil  would  be  authorized  to  define  what  activities  are  finan- 
cial— the  concept  or  the  definition  of  what  is  a  financial  activity  is 
very  likely  to  change  over  time  just  as  it  has  over  the  last  10  or 
15  years  in  a  very  rapidly  changing  world  that  we  live  in — and  to 
deal  with  other  appropriate  matters. 

Finally,  we  believe  it  to  be  logical  and  sound  to  permit  well-cap- 
italized and  well-managed  national  banks  to  underwrite  and  deal 
directly  in  municipal  revenue  bonds.  We  do  not  support  removing 
the  current  prohibitions  against  combining  banking  and  Con- 
gress— well,  banking  and  Congress  as  well,  but  I  really  mean  bank- 
ing and  commerce.  |Laughter.| 

In  our  judgment,  the  removal  of  such  restrictions  creates  the  pos- 
sibility of  abuses  through  bank  transactions  with  companies  that 
purchase  from  or  supply  to  affiliated  industrial  companies  to  a  far 
greater  degree  than  would  be  the  case  for  affiliations  between 
Banks  and  financial  services  companies.  On  the  other  side  of  the 
le<^er,  we  do  not  see  any  particular  synergies  or  benefits  from  al- 
lowing such  combinations. 

To  reap  the  full  benefits  of  financial  modernization,  financial 
modernization  legislation  in  our  judgment  should  provide  national 
treatment  in  the  United  States  for  foreign  financial  institutions 
with  respect  to  the  benefits  of  afTiliation.  Failure  to  provide  na- 
tional treatment,  in  our  judgment,  sends  the  wrong  signal  and  cuts 
against  our  continuing  efforts  to  open  foreign  financial  markets  to 
iT.S.  financial  services  providers.  It  would  also  discourage  many 
foreign  financial  institutions  from  committing  their  capital  and  re- 
sources to  our  markets. 

Let  me  close,  if  I  may,  with  a  few  comments  on  H.R.  18.  As  I 
indicated  at  the  beginning  of  my  comments,  we  believe  that  H.R. 
18  contributes  enormously  toward  the  ultimate  objective  of  getting 
legislation  that  modernizes  this  nation's  financial  services  industry. 
The  Glass-Steagall  provisions  represent  significant  financial  re- 
form, and  the  bill  promotes  financial  system  safety  and  soundness 
and  protects  consumers  by  emphasizing  strong  capital,  firewalls 
and  consumer  disclosures.  It  also  advances  functional  regulation, 
which  we  believe  is  appropriate. 

However,  H.R.  18  is  based  exclusively  on  the  holding  company 
approach  to  expanding  bank  activities.  As  I  said  in  my  opening 
comments,  we  believe  that  the  agreements  between  our  approach 
and  H.R.  18  constitute  the  forest.  What  I  am  now  referring  to  is 
a  tree,  but  it  is  an  important  tree  and  it  is  one  that  we  need  to 
sort  out  over  time. 

We  believe  that  because,  in  our  judgment,  the  subsidiary  and  the 
holding  company  structures  are  equivalent  in  terms  of  safety  and 
soundness,  the  private  sector  should  be  allowed  to  choose  which 
Structure  they  would  like  to  have.  We  also  believe  the  bill  should 
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be  broadened  to  permit  banks  and  insurance  companies  to  affiliate 
with  proper  standards  and  safeguards,  recognizing  that  the  prop- 
erty and  casualty  issue  is  one  that  we  need  to  work  out. 

The  proposed  legislation,  H.R.  18,  includes  a  number  of  explicit 
interaffiliate  transaction  restrictions  designed  to  insulate  the  bank 
from  the  securities  affiliate.  We  share  the  commitment  that  those 
prohibitions  represent,  and  we  would  like  to  work  with  the  Con- 
gress in  developing  firewalls  that  are  strong,  that  are  legislated 
and  that  protect  safety  and  soundness. 

Let  me  conclude,  Mr.  Chairman,  as  I  think  I  started,  by  saying 
that  as  we  move  forward,  we  think  there  are  great  opportunities 
to  make  a  contribution  to  the  functioning  of  our  economy  through 
the  modernization  of  the  financial  services  industry,  but  it  must,  in 
our  judgment,  and  we  believe  your  bill  reflects  the  same  view,  all 
be  done  in  the  context  of  doing  absolutely  nothing  that  undermines 
safety  and  soundness  and,  in  our  judgment,  in  fact  should  wind  up 
enhancing  safety  and  soundness. 

We  also  believe,  as  I  said  a  few  moments  ago,  that  while  there 
are  differences,  those  are  differences  that  we  can  work  on  together, 
and  those  differences  should  not  prevent  us,  all  of  us,  from  together 
reaching  a  conclusion  upon  which  we  can  agree,  based  on  tne  far 
more  important  and  larger  issues  on  which  we  do  agree,  and  ulti- 
mately result  in  legislation  that  you  can  pass  and  the  President 
can  sign. 

Let  me  also  very  briefly  comment  on  one  other  matter.  I  welcome 
the  opportunity  to  participate  in  hearings  that  I  gather  you  plan 
to  hold,  Mr.  Chairman,  later  this  month  on  the  Savmgs  Association 
Insurance  Fund.  The  Fund  has  less  than  $2  billion  in  reserves  to 
insure  over  $700  billion  in  insured  deposits.  We  believe  that  a 
thoughtful  public  review  of  the  Fund's  prospects  is  very  appropriate 
and  we  look  forward  to  that  hearing. 

Mr.  Chairman,  again,  we  congratulate  you,  Mr.  Baker  and  the 
Members  of  the  committee  for  moving  expeditiously  to  deal  with  fi- 
nancial modernization.  We  believe,  Mr.  Chairman,  that  you  have 
provided  enormous  leadership  in  this  direction.  It  is  our  view  that 
an  interactive,  bipartisan  effort  can  yield  significant  results  in  rel- 
atively short  order.  We  look  forward  to  working  with  you  in  the 
coming  months  to  achieve  our  common  goals. 

At  this  point,  we  would  be  delighted  to  respond  to  any  questions 
the  committee  may  have. 

[The  prepared  statement  of  Hon.  Robert  Rubin  can  be  found  in 
the  appendix.] 

Chairman  Lkach,  Mr.  Newman,  did  you  want  to  make  an  open- 
ing statement? 

Mr.  Newman.  No,  thank  you,  Mr.  Chairman. 

Chairman  Lkach.  Just  a  minor  correction.  Mrs.  Roukema's  sub- 
committee will  hold  the  principal  hearings  on  BIF  and  SAIF.  She 
has  indicated  a  terrific  desire  to  work  with  the  Administration.  I 
do  not  want  to^— 

Mrs.  RoUKKMA.  Yes.  1  did  not  hear  the  reference.  I  am  sorry. 
Thank  you,  Mr.  Chairman.  I  appreciate  that. 

Mr.  Rubin.  In  that  event,  we  enormously  welcome  working  with 
you  on  what  we  think  is  an  issue  that  is  very  much  worth  having 
a  public  discussion  of 
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Mrs.  RouKEMA.  And  that  is  already  scheduled  and  we  will  share 
the  schedule  with  vou. 

Mr.  Rubin.  Good. 

Chairman  Leach.  Let  me  just  say,  despite  the  press,  there  is  ba- 
sically broad  agreement  on  the  Administration  approach  with  H.R. 
18.  lliere  are  going  to  be  a  number  of  nuances  of  disagreement  and 
let  me  just  say,  as  we  move  to  markup,  I  am  confident  the  commit- 
tee is  going  to  work  with  all  elements  of  the  executive  branch  in 
terms  of  giving  fair  review  to  everyone's  perspective  and  we  will 
certainly  wish  to  do  that. 

Let  me  just  say  there  are  two  philosophical  issues,  one  of  which 
the  Administration  has  indicated  agreement  with  H.R.  18,  one  of 
which  they  have  not,  they  have  indicated  disagreement.  Let  me 
first  turn  to  the  one  of  agreement  which  relates  to  whether  or  not 
beinking  and  commerce  ought  to  be  commingled  and  if  1  could  I 
would  like  to  turn  to  Mr.  Newman  as  a  former  banker  and  just  ask 
his  perspective  on  the  banking  and  commerce  issue. 

Mr.  Newman. 

Mr.  Nkwman.  Thank  you,  Mr.  Chairman.  I  do  think  it  is  an  issue 
that  is  complex,  and  everything  is  a  matter  of  degree.  It  is  not  that 
there  is  a  single  bright  line  that  one  can  paint  between  one  busi- 
ness or  another  business.  Some  judgment  is  called  for. 

First  of  all,  in  looking  at  the  context,  commercial  ownership  of 
banks  is  really  not  common  in  other  countries.  Actually,  in  none  of 
the  G-7  countries,  as  I  think  Chairman  Greenspan  mentioned  yes- 
terday, are  any  of  the  major^the  largest— banks  actually  owned  by 
industrial  companies.  It  is  a  little  bit  more  common  to  have  indus- 
trial investments  by  banks  in  some  countries,  but  it  is  really  only 
in  Germany  that  it  is  particularly  common. 

One  has  to  question  why  an  industrial  firm  would  want  to  own 
a  bank.  If  it  were  simply  for  investment,  then  the  industrial  firm 
could  invest  in  a  portfolio  of  banks,  and  that  is  already  allowed 
today.  One  needs  to  question  the  synergies,  in  a  sort  of  spectrum. 
One  could  say,  well,  there  might  be  some  synergies,  but  the  farther 
you  get  away  from  financial  services,  the  less  and  less  easy  it  is 
to  see  any  meaningful  synergies  between  a  widget  company  and  a 
bank. 

There  are  potential  abuses  and  there  are  abuses  that  need  a  lot 
of  study.  There  are  problems  that  range  from  the  possibility  of 
money  laundering,  for  example,  the  possibility  that  a  company 
might  purchase  or  create  a  bank  solely  for  the  purpose  of  launder- 
ing money. 

There  is  not  only  the  question  of  potentially  direct  abuses  of 
loans  from  the  banlc's  subsidiary  to  the  parent  industrial  firm  it- 
self. But  it  is  even  more  complex  than  that  because  of  the  commer- 
cial relationships.  For  example,  suppose  you  had  the  Ajax  Widget 
Company,  and  its  main  business  was  manufacturing  and  selling 
widgets  and  that  is  where  its  heart  was.  It  wanted  to  sell  a  lot  of 
widgets  to  the  Acme  Distribution  Company  but  that  distribution 
company  happened  to  have  financial  difficulties. 

So  you  can  picture  a  situation  in  which  the  management  of  the 
widget  company  says,  not  to  worry,  we  own  a  nice  bank  that  I  am 
sure  would  be  very  happy  to  help  you  out  with  your  financial  dif- 
ficulties so  you  will  be  able  to  purcnase  widgets  from  us.  It  is  even 
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possible  that  this  could  take  place  with  suppliers,  where  a  supplier 
who  was  providing  an  important  component  for  the  widget  com- 
pany, or  maybe  could  provide  lower  cost  components  if  they  had 
good  financing  from  a  bank,  might  be  subject  to  some  special  terms 
or  to  the  bank  lending  when  it  otherwise  would  not  have  felt  that 
supplier  to  be  a  good  credit. 

I've  actually  even  been  told  about  some  circumstances  in  other 
countries  where  industrial  espionage,  where  essentially  the  indus- 
trial company  was  trying  to  get  access  to  confidential  loan  docu- 
mentation of  competitors  in  order  to  literally  use  it  for  industrial 
espionage.  All  of  this  could  be  dealt  with  over  time,  but  it  is  really 
not  something  we  are  well  prepared  to  deal  with.  It  is  hard  to  see, 
given  the  lack  of  identifiable  benefits,  it  would  take  a  whole  new 
regulatory  structure  in  order  to  prevent  this  kind  of  abuse,  and  it's 
something  we  are  not  ready  for,  at  least  at  this  point  in  time. 

Chairman  Lkach.  I  appreciate  that.  Let  me  just  say  the  point 
where  there  is  disagreement  relates  to  whether  or  not  to  put  new 
activities  in  a  holding  company  versus  an  internal  bank  subsidiary 
structure,  and  I'm  sure  others  will  deal  with  that,  particularly  Mr. 
Schumer. 

I  would  only  stress  that  I  spoke  last  night  to  a  former  German 
central  banker,  Otto  von  Lambsdorf,  who  is  leading  the  charge  to 
change  German  law,  which  is  very  different  than  our  own  law  and 
German  law  has  allowed  this  integration,  for  example  Deutsche 
Bank  owning  Daimler  Benz  or  large  elements  of  it,  and  it  has  now 
become  a  national  scandal  in  Germany  and  the  German  people  are 
demanding  change. 

One  of  the  points  he  made  that  I  had  never  heard  before,  which 
was  a  very  interesting  point,  is  that  banks  always  get  antsy  about 
the  lack  of  dividends  from  companies  that  they  own,  and  so  they 
press  for  more  loans,  sometimes  not  just  at  advantageous  interest 
rates  to  the  company  but  to  the  bank  is  another  wajy  of  getting  rev- 
enue and  seeking  a  loan  environment  instead  of  forcing  the  com- 
pany to  go  to  capital  markets,  which  is  an  arrangement  that  is  a 
theoretical  problem  I'd  never  considered,  but  when  you  do  get 
internexes  you  do  have  difficulties. 

My  time  has  expired.  I  would  like  to  turn  to  Mr.  McCollum. 

Mr.  McCollum.  Thank  you  very  much,  Mr.  Chairman. 

Well,  I  think  I  will  enter  that  foray  you  suggested  you  didn't 
quite  get  into  with  regard  to  the  subsidiaries  being  owned  by  the 
bank. 

I  have  a  question  that  really  relates  to  theoretical,  which  I  think 
all  of  this  is  right  now.  I'm  looking  out  in  a  situation  where  a  hold- 
ing company  exists  and  you  have  got  a  bank  over  here  and  you 
havt!  got  a  securities  subsidiary  over  here,  so  you  have  a  very  sim- 
plistic thing. 

If  ihe  securities  subsidiary  gets  in  trouble  in  any  way,  goes  bank- 
rupt or  otherwise,  and  there  is  any  problem,  if  in  essence  the  par- 
ent company  is  going  to  be  held  responsible  and  the  corporate  veil 
might  be  pierced  for  control,  lawsuits  could  exist,  that's  a  common 
thing  in  law  practice,  the  holding  company  is  the  one  that's  going 
to  take  the  hit,  so  to  speak.  The  bank  still  is  over  here.  It's  a  sepa- 
rate subsidiary  and  under  traditional  law  at  least  would  not  nec- 
essarily be  involved  in  this.  In  fact,  we  wouldn't  expect  it  to  be. 
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On  the  other  hand,  if  you  have  got  the  bank  owning  the  securi- 
ties subsidiary,  the  securities  subsidiary  goes  bankrupt  or  has 
>ther  problems,  I  can  see  creditors  potentially  being  able  to  get 
courts  convinced  that  the  bank  board  of  directors  actually  has  such 
control  over  the  securities  subsidiary  that  they  have  the  right  to 
::he  claim,  all  the  way  back  through  the  bank,  and  it  would  seem 
zo  me  that  would  put  the  stress  on  the  bank  itself  directly  in  that 
situation  as  opposed  to  the  holding  company,  forget  the  hanky- 
panky.  Just  plain  ordinary  everyday  corporate  law. 

What  response  do  you  have  to  that,  Mr.  Rubin?  I  know  you  must 
have  thought  about  this. 
Mr.  Rubin.  It  occurred  to  us. 

We  have  spent  a  lot  of  time  analyzing  the  very  issues  you  raise, 
and  I  think  it's  an  exceedingly  important  issue,  this  question  of  the 
corporate  veil. 

It  is  our  judgment  that  the  corporate  veil  issue  is  the  same  in 
either  instance,  but  I  really  think  that  this  is  something  we  need 
to  sit  down  with  whomever  it's  appropriate  to  sit  down  with  and 
really  go  through  the  analysis  of  it. 

If  you  have  appropriate  procedures  and  you  adhere  to  the  proce- 
dures, then  the  subsidiary  of  the  bank,  the  securities  firm,  if  it  goes 
bad,  ought  not  to  infect  the  bank.  Conversely,  if  you  don't  adhere 
to  the  proper  procedures,  then  you  do  run  the  risk  of  the  corporate 
veil  being  pierced.  On  the  other  hand,  in  the  holding  company 
structure,  if  as  is  generally  the  case  or  very  frequently  the  case,  I 
think  probably  generally  the  case,  you  have  all  sorts  of  activities 
going  on,  well,  you  might  have  all  sorts  of  activities  going  on  be- 
tween the  holding  company  and  the  bank  and  the  securities  affili- 
ate, so  that  it  provides  grounds  for  piercing  the  corporate  veil. 
Then  you  run  the  same  risk  there  of  piercing  the  corporate  veil. 

In  other  words,  it's  our  judgment  that  the  difference  isn't  in  the 
structure  but  rather  it  is  in  setting  up  the  appropriate  safeguards 
in  the  first  place  and  then  adhering  to  those  safeguards  with  re- 
spect to  your  corporate  practices. 

Mr.  McCoLLUM.  Well,  1  guess  my  common  sense  type  of  thing  on 
this,  although  I  have  a  law  hat  as  well,  the  common  sense  one  says 
that  you  have  got  an  intermediary,  so  to  speak,  there  with  the 
holding  company  structure  that  normally  would  make  it  more  dif- 
ficult tor  the  legal  forces  that  be  to  get  all  the  way  over  to  the  bank 
that's  sort  of  going  up  and  down. 

Mr.  Rubin.  But  I  think  it  depends,  if  I  may  say  so,  I  think  that 
sounds  right  in  the  first  instance,  but  I  think  it  depends,  once  you 
get  to  the  holding  company,  on  what  the  holding  company's  rela- 
tions with  the  bank  are.  So  once  again  I  think  it's  a  question  of  has 
the  bank  conducted  its  affairs  properly  with  the  holding  company 
so  that  it  has  protected  itself  from  being  able  to  reach  back  from 
the  holding  company  to  the  bank. 

I  guess  we  would  argue  that,  similarly,  if  the  subsidiary  and  the 
bank  have  handled  themselves  properly,  they  should  be  equally 
safe  and  in  a  s&nse  you  face  exactly  the  same  problem.  The  bank 

is  a  subsidiary  of  the  holding  company  where  you  have 

Mr.  McCoLLUM.  Anyway,  I  think  we  are  going  to  explore  that 
more,  I'm  not  set  in  my  mind. 
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One  last  question  in  the  same  area  before  my  clock  runs  out. 
How  much  capital  would  you  require  for  a  bank  in  order  to  have 
a  securities  holding  company?  You  mentioned  something  earlier 
about  5  percent  of  assets  but  I  don't  think  that  was  for  that 
purpose. 

Mr,  Rubin.  No,  that  was  the  question  of  the  venture  capital  and 
merchant  banking. 

Mr.  McCOLLUM.  What  would  you  require?  How  much  capital? 
You  said  you  would  require  a  relatively  high  minimum  capital 
standard. 

Mr.  Rubin.  Let  me  give  you  a  response  and  see  if  Mr.  Newman 
agrees,  because  we  haven't  thought  about  a  dollar  amount.  It 
seems  to  me  it  depends  on  what  it  is  they  are  trying  to  acquire. 

If  you  are  acquiring  a  very  small  securities  affiliate  that  involves 
very  little  activity  and  very  little  capital  risk,  then  it  seems  to  me 
your  capital  requirements  would  be  a  lot  smaller  than  if  you  were 
trying  to  acquire  one  of  the  national  giants. 

Mr.  Newman.  I  would  certainly  agree  with  that  fundamental 
logic.  The  standard  that  we  were  suggesting  applying  is  well-cap- 
italized, a  statutory  definition  of  well-capitalized  which  is  in  the 
law  as  substantially  above  that  which  would  normally  be  required. 

Mr.  McCoLLUM.  No,  I  understand  that  definition.  That's  just 
what  I  wanted  to  find  out,  what  you  were  really  looking  at.  Thank 
you. 

Thank  you,  Mr,  Chairman. 

Chairman  Leach.  Thank  you.  Before  turning  to  Mr.  Vento,  let 
me  say  the  Chair  procedurally  has  erred  in  turning  to  our  side  first 
and  so  I  will  recognize  two  Democrats  in  order,  beginning  with  Mr. 
Vento. 

Mr.  Vento,  Thank  you.  Thank  you,  Mr.  Chairman,  We  appre- 
ciate it. 

On  the  last  question,  you  want  to  reset  the  lights  so  I  get  my  5 
minutes,  Mr.  Chairman,  thank  you,  Mr.  Chairman. 

I  just  think  I  appreciate  the  Chairman's  statement  earlier  I  think 
that  the  nature  I  guess  of  public  service  in  1995  has  changed  and 
we  regret  that.  We  think  the  screening  process  and  other  things 
that  are  gone  through  and  I  asked  plenty  tough  questions  myself, 
as  you  will  painfully  recall,  Mr.  Rubin. 

'The  issue  1  guess  here  in  terms  of  capitalization  is  very  interest- 
ing, Mr.  Newman,  because  obviously  some  of  our  largest  banks,  at 
least  as  has  been  portrayed  before  this  committee,  are  so  large  that 
the  amount  of  capital  that  they  have  has  sometimes  been  suggested 
as  it  could  actually  be  smaller  because  the  corpus  of  that  amount 
is  go  great  compared  to  the  types  of  risk,  so  this  symmetry  in  terms 
of  sajnng  just  because  you  are  big  you  are  going  to  have  more  cap- 
ital is  not  necessarily  what  has  been  portrayed  in  terms  of  argu- 
ments before  the  committee  and  1  take  it  Mr.  Newman  and  Mr. 
Rubin  understand  that. 

My  question  really  goes  to  that  capital  and  to  the  various  sizes 
of  entities.  You  know,  what's  portrayed  here  is  that  if  we,  for  in- 
stance, open  this  up  to  affiliates  in  terms  of  insurance  and  open  it 
up  to  affiliates  in  terms  of  investment  banking,  just  those  two  func- 
tions, that  very  likely  it's  going  to  be  a  greater  hrinmng  together, 
that  the  banks  in  essence  will  be  running,  will  be  purchasing  those. 
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There  will  be  subsidiaries.  There  will  be  holding  companies  what- 
ever the  governance  form  is. 

My  question  is  does  that  cause  some  concerns  in  terms  of  con- 
centration? I  think  that  obviously  one  of  the  greatest  levels  of  au- 
tonomy and  independence  and  separation  is  obviously  in  the  struc- 
ture that  we  have,  but  in  the  sense  when  vou  bring  it  under,  I 
mean,  for  instance,  an  investment  bank  is  looking  at  a  different 
profit  structure,  compensation  structure,  a  different  culture,  and 
when  you  brin?  this  all  under  the  same  entity  either  as  a  suDsidi- 
ary  or  as  a  holding  company  and  we  have  various  degrees  of  that 
that  occur  already  today,  does  that,  sort  of  drawing  that  together, 
change  the  nature  of  the  way  we  respond  in  terms  of  the  market- 
place today? 

Does  that  in  essence  freeze  the  configuration  of  how  we,  for  in- 
stance, raise  capital,  how  we  actually  finance  projects?  This  is  the 
concern.  It's  philosophic  but  it  also  I  think  is  something  that  is  pre- 
dictable. I  think  after  all  we  have  some  examples  oi  where  they 
have  changed  laws  in  recent  instances  and  investment  banks  have 
pretty  much  been  picked  up  by  the  commercial  banks,  and  I  think 
the  same  might  be  true  with  insurance  companies,  given  the  var- 
ious— where  the  dollars  lie,  where  the  capital  lies  in  terms  of  these 
various  entities. 

Mr.  Rubin. 

Mr.  Rubin.  Is  the  question  basically  are  we  going  to  have  a 
change  in  culture  as  a  result  of 

Mr.  Vento.  Well,  are  we  going  to  have  a  concentration  and 
change  in  culture  and  does  that  change  the  way  that  these  inter- 
face with  the  marketplace  is  basically  the  question,  yes. 

Mr.  Rubin.  It  is  an  interesting  question.  I  guess  my  view  would 
be  two-fold. 

One  is  if  you  think  about  what  has  happened  in  the  big  money 
center  banks  that  have  become  in  large  measure  quasi  investment 
banks  over  the  last  10  years,  and  Frank  Newman  can  speak  to  this 
better  than  I  since  he  was  in  one  of  them — in  fact  helped  run  one 
of  them,  one  of  the  observations  I  would  have  from  the  outside, 
having  competed  with  them,  is  that  they  all  had  to  deal  with  pre- 
cisely the  issues  that  you  have  just  described,  that  is  to  say  they 
had  to  develop  a  culture  that  was  suited  to  a  business  that  was 
somewhat  different  than  the  one  they  were  in. 

It  seems  to  me  that  quite  a  number  of  them  have  successfully 
made  that  transition  and  have  managed  to  amalgamate,  if  you  will, 
both  cultures  in  one  institution,  so  1  think  that  that  cultural  com- 
bination— the  challenge  of  accomplishing  that  cultural  combination 
and  even  these  enormous  differences  in  compensation  which  are 
part  of  it — has  already  in  large  measure  been  met  by 

Mr.  Vento.  Those  are  examples,  you're  saying. 

Mr.  RUBDJ.  By  the  banks,  yes. 

On  the  question  of  concentration,  the  financial  services  industry 
today  is  really  and  truly  a  global  industry.  I  think  if  you  look  at 
it  that  way,  the  numbers  of  participants  are  so  large  that  I  don't 
think  that  anything  we  are  doing  here  is  going  to  create  a  level  of 
concentration  that  should  be  of  concern  to  us  in  that  respect. 

Mr.  Vento.  Well,  I  appreciate  that  and  I  would  like  to  give  you 
more  time  to  answer  in  writing,  Mr.  Newman. 
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The  other  question,  Mr.  Chairman,  that  is  addressed  here  is  that 
much  of  this  of  course  has  gone  on  on  a  marketplace  basis.  Obvi- 
ously 1  think  the  European  experience  in  terms  of  American  banks 
can  be  helpful  in  terms  of  illustrating  this  and  1  think  this  is  really 
where  we  get  the  pattern  of  what  Citibank  or  other  large  banks, 
as  you  said,  have  really  turned  into,  a  different  structure. 

But  I  would  point  out  that  what  we  are  doing  here,  of  course, 
and  I  think  key  to  whether  it's  the  Leach  or  the  Baker  approach, 
is  we  are  putting  a  greater  degree  of  governance,  a  greater  degree 
of  regulation  into  the  mix  of  what  this  format  and  now  they  will 
work  together,  how  they  come  together  to  meld  together  to  actually 
accomplish  that,  and  that  is  the  real  question  here,  because  there 
has  been  a  greater  degree  of  autonomy  under  the  regulatory  sys- 
tem for  investment  banks  or  for  insurance  that's  had  a  certain 
amount  of  regulation  but  now  we're  all  of  a  sudden  getting  in  the 
mix. 

Whether  it  is  functional,  Mr,  Chairman,  or  whether  it  is  based 
on  how  they  are  chartered,  I  think  we  still  have  to  admit  that  in 
the  prospect  here  in  terms  of  capital  standards  and  other  matters 
we  are  going  to  have  a  greater  degree  of  regulation  and  that's  a 
real  challenge  in  terms  of  whether  or  not  that  will  thwart  the  abil- 
ity to  be  as  responsive  and  market  oriented  as  is  necessary. 

Chairman  Lkach.  Thank  you,  Mr.  Vento.  Mr.  Schumer. 

Mr.  Schumer.  Yes,  1  think  Mr.  Vento's  question,  to  me,  is  on  the 
money, 

I  am  worried  under  this  system,  under  any  of  these  systems  that 
the  greatest  asset  America  has  had  financially,  and  what  has  al- 
lowed us  to  dominate  the  world,  which  is  not  capital  and  not  regu- 
lation because  we  are  outdone  by  other  countries,  but  is 
entrepreneurial  ism,  and  my  great  worry  about  your  plan,  Mr.  Sec- 
retary, and  about  all  of  these  plans  is  that  once  you  have  a  large, 
if  you  will,  corporate  structure  and  particularly  when  you  introduce 
the  element  of  insured  deposits,  which  entails  greater  regulation 
that  that  entrepreneurialism  gets  diminished  or  snuffed  out. 

The  Chairman  wisely  mentioned  the  Germans  come  here  and 
say — I  have  heard  German  banker  after  German  banker  say  we 
made  a  mistake  because  we  are  not  as  venturous  as  you — yes,  we 
have  Deutsche  Bank  and  it  owns  everything  and  it  is  big  and  it 
lumbers  around,  but  it  doesn't  have  the  nimbleness  that  particu- 
larly the  non-insured  institutions  have. 

So  I  would  first  in  general — I  am  just  going  to  ask  one  long  ques- 
tion and  let  you  respond  to  that,  your  tears  about  that,  what  you 
thought  about  that  when  you  came  up  with  your  proposal. 

The  second  issue  is  related,  unfortunately  it's  not  enough  in  the 
debate,  is  insured  deposits.  The  insured  deposits  requires  regula- 
tion, more  regulation,  and  the  two  banks  that  have  adopted,  that 
you  mentioned,  Morgan  and  Bankers  Trust,  they  want  to  get  out 
of  being  insured  banks  altogether,  1  know,  and  Mr.  Leach  has  put 
something  in  the  proposal  that  would  allow  them  to,  which  was 
very  close  to  what  1  was  pushing  when  we  were  in  the  majority, 
which  is  wholesale  bank. 

I  don't  think  the  mix  of  cultures  has  worked  very  well  in  other 
banking  institutions.  In  the  last  decade  we  have  gone  from  crisis 
after  crisis,  in  my  judgment  all  because  we  have  too  many  insured 
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deposits  chasing  too  few  low  risk  opportunities,  and  it  is  true,  the 
banks  are  right,  that  they  are  pushed  by  everyone  else — even-one 
can  join  in  their  low  risk  game  but  they  can  t  join  in  everybody 
else's  higher  risk  game. 

But  I  don't  know  if  the  answer  necessarily  is  to  break  down  the 
walls,  and  so  my  other  question,  aside  from  the  conundrum  of 
entrepreneurialism  and  insured  deposits,  is  do  you  believe — well, 
it's  related. 

You  have  a  subsidiary  of  a  bank,  it  seems  to  me,  to  highlight 
those  dangers,  whereas  if  you  have  an  affiliate  of  a  holding  com- 
pany there  are  still  some  of  those  problems  but  they  are  less  so. 

Finally,  I  would  ask  you  a  specific  question.  Do  you  think  it 
would  be  appropriate  when  an  institution — 1  asked  this  to  Mr.  Lud- 
wig  yesterday — and  I  would  like  you  to  clarify  if  your  views  and  the 
Comptroller's  views  are  the  same  because  he  was  sort  of  "let  the 
regulators  do  it  all,  leave  it  to  us,  we  know  everything"  and  when 
you  sat  on  this  committee  for  the  last  decade  you  don't  have  that 
much  faith  in  the  regulators,  but  basically  I  asked  him  in  this  spe- 
cific example  if  an  institution,  a  financial  institution  were  making 
a  pitch  to  underwrite  some  corporate  securities,  would  it  be  appro- 
priate for  the  loan  officer  to  sit  in  on  the  meeting,  the  one  who  is 
making  loans  to  that  institution  all  along,  and  certainly  it  would 
even  be  highlighted  if  it  were  a  subsidiary  rather  than  affiliate  be- 
cause his  boss  would  be  sitting  in  on  the  meeting. 

OK,  a  lot  of  questions,  but  1  respect  your  judgment  so  I  wanted 
to  ask  a  lot  of  them  and  get  you  to  answer  them  and  expand  my 
time  a  little  bit. 

Mr.  Rubin.  You've  been  involved  in  the  subject  too  long.  Let  me 
see  if  I  can  run  down  these  real  quick. 

On  the  question  of  entrepreneurialism,  I  think  there's  no 
question  the  American  financial  services  industry  is  the  leading 
financial  services  sector  in  the  world,  and  it  is  because  of  entre- 
preneurialism. 

On  the  other  hand,  1  think  it  is  equally  true  that  in  the  world 
of  the  last  5  years,  10  years — certainly  the  last  5  years,  to  be  truly 
effective,  (a)  you  have  got  to  have  enormous  capital,  and  (b)  you 
have  to  have  global  presence.  The  consequence,  I  think,  is  all  of 
these  institutions  are  finding  they  now  have  to  maintain 
entrepreneurialism  while  at  the  same  time  have  much  larger  orga- 
nizations than  they  ever  dreamt  of  having  because  they  need  the 
capital  and  the  global  presence. 

In  that  context,  with  respect  to  the  insured  depository  institu- 
tions it  seems  to  me  that  whether  you  use  the  holding  company 
structure  or  the  subsidiary  structure  the  answer  is  the  same.  What 
you  have  is  functional  regulation  of  the  securities  firm,  which  is  the 
regulation  they  have  today,  and  then  the  insured  depository  insti- 
tution has  the  regulator  it  has  today  or  some  other  regulator  if  it 
chooses  to,  but  in  any  event  has  a  bank  regulator,  and  the  bank 
regulator  really  only  looks  to  the  other  activities  with  respect  to 
ways  in  which  it  might  affect  the  bank.  So  I  don't  think  you 
are  creating  a  meaningful  additional  amount  of  regulation  for 
the  non-bank  activities.  I  don't  think  that  should  impede  the 
entrepreneurialism. 
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On  the  question  of  banks  having  to — or  the  thrust  that  they  have 
had  to  go  into  these  riskier  activities,  any  of  these  proposals  should 
take  that  pressure  off  them  because  now,  instead  of  naving  to  do 
it  in  the  entity  that  has  the  insured  deposits,  they  can  do  it  in  a 
separate  entity  and  thereby  not  expose  the  insured  deposits  to  the 
risks  that,  1  agree  with  you,  may  be  greater,  in  fact  probably  are 
greater  in  the  non-insured  entity,  so  I  think  in  a  way  it  takes  the 
pressure  off  the  banks  to  do  that  in  the  entity  that  would  expose 
the  taxpayer  dollars. 

The  mix  of  cultures,  that's  a  different  issue.  We  can  just  discuss 
that  at  our  convenience,  1  guess. 

Subsidiary  or  affiliates,  well,  I'll  go  back,  if  I  may,  to  the  state- 
ment I  made  in  my  opening  comment  and  I  made  to  Mr.  McCollum, 
I  guess.  I  think  one  of  the  very  important  issues  that  we  need  to 
resolve,  the  details  that  separate  our  proposal  from  H.R.  18  is,  is 
or  is  there  not  a  safety  and  soundness  difference  in  the  subsidiary 
form  versus  the  holding  company  form.  We  think  not,  but  that  is 
something  we  really  need  to  discuss,  and  it  is  a  very  serious  issue 
that  we  would  take  seriously. 

On  the  question  that  you  asked  Mr.  Ludwig,  speaking  for  myself 
1  have  enormous  confidence  in  Mr.  Ludwig.  Having  said  tha^  we 
think  a  lot  of  this  does  need  to  be  dealt  with  in  a  legislative  way. 
For  example,  firewalls. 

But  I  tnink  a  veiy  interesting  question  is  in  order.  To  get  the 
synergies  that  we  all  believe  are  the  purpose  of  this  whole  thing, 
what  restrictions  if  any  should  exist  on  common  functioning,  whicn 
is  the  question  you  raised,  common  functioning  of  employees  and 
oflficers  of  the  institutions? 

Certainly  it  is  our  view  at  this  stage  of  the  discussion  that  we 
would  be  very  much  against  tying.  Tying  is  a  violation  both  of  the 
Bank  Holding  Company  Act  and  of  the  antitrust  laws,  so  let's  stip- 
ulate that. 

But  once  you  get  past  that  stipulation,  our  view  would  be  that 
in  order  to  get  the  benefit  of  the  synergies,  employees  should  be  al- 
lowed to  cross  function,  if  you  will,  and  that  is  a  subject  you  may 
have  a  different  view  of 

Mr.  ScHUMEit.  Those  step  to  an  unstated  tie-in. 

Mr.  Rubin.  I  think  that  is  another  subject  worthy  of  further 
discussion. 

Chairman  Leach.  Thank  you.  Mrs.  Roukema. 

Mrs.  Roukema.  Thank  you.  Mr.  Secretary,  as  so  oflen  happens, 
Mr.  Schumer  has  anticipated  at  least  part  of  my  question,  but  I  am 
going  to  follow  through  and  ask  it  in  my  own  way. 

There  are  two  related  questions  here  or  mavbe  more  than  two. 

If  the  subsidiary  of  a  bank  goes  under. — by  the  way,  let  me  pref- 
ace my  questions  by  saying  you  have  given  of  course  the  same 
pledge  of  allegiance  and  rhetoric  to  firewalls  and  safety  and  sound- 
ness as  everybody  does,  so  I  am  trying  to  get  to  more  specificity  be- 
yond the  rhetoric  here. 

If  a  subsidiary  of  a  bank  goes  under,  the  capital  of  the  bank  is 
cted,  is  it  not,  and  if  so,  as  I  believe  it  is,  it's  not  necessarily 
I      same  with  the  holding  company  structure,  or  do  you  disagree 
V     1  that? 

r.  Rubin.  I  would  tend  to  disagree  with  that. 
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Mrs.  RouKEMA.  Before  you  answer  that,  please,  because  the  re- 
lated question  is  concerning  the  firewalls,  which  we  have  talked 
about,  you  have  talked  about  at  length,  but  you  haven't  defined 
them. 

You  have  suggested  a  combination  of  rules  and  directives  to  the 
agencies  regarding  firewalls  but  my  question  is  do  you  know  what 
types  of  restrictions  you  would  mandate  by  statute  and  which 
would  be  in  the  forms  of  directives  to  the  agencies? 

Would  there  be  a  difference  depending  on  whether  the  activities 
were  in  the  subsidiary  of  the  bank  or  a  bank  affiliate?  Now  that 
is  related  again  going  back  to  the  first  question. 

Mr.  Rubin.  Let  me  take  a  first  shot  at  it,  if  I  may 

Mrs.  RouKEMA.  Please. 

Mr.  Rubin.  And  then  turn  it  over  to  Mr.  Newman. 

In  our  proposal  the  bank's  investment  in  the  non-bank  affiliate 
could  not  count  as  part  of  the  capital  of  the  bank,  so  if  the  non- 
bank  affiliate  gets  absolutely  wiped  out,  it  would  not  affect  the  cap- 
ital position  of  the  parent  bank. 

Mrs,  ROUKEMA.  There  seems  to  be  a  question  about  that. 

Mr.  Rubin.  Well,  that's  again  another  matter  we  should  discuss 
as  we  go  forward,  but  that  at  least  is  the  way  our  proposal  is  struc- 
tured. Then  it  gets  you  back  immediately,  as  you  correctly  say,  to 
the  firewall  question  because,  if  what  I  said  is  correct,  then  the 
bankruptcy  that  happens,  the  bankruptcy  of  the  non-bank  affiliate, 
would  not  affect  the  capital  unless  you  can  pierce  the  corporate 
veil.  That  takes  you  to  the  firewalls,  and  with  that  I  will  turn  it 
over  to  Mr.  Newman. 

Mr.  Newman.  Thank  you,  Mr.  Secretary. 

Mrs.  Roukema,  the  question  that  the  Secretary  just  addressed 
about  the  capital  of  the  bank  is  an  important  one.  As  I  said,  our 
concept  is  similar  to  what  is  done  with  a  section  20  subsidiary  right 
now.  It  is  that  the  required  capital  for  the  main  bank  would  not 
include  the  capital  that  was  required  to  operate  the  securities  sub- 
sidiary, so  even  if  a  securities  subsidiary  ran  into  a  dramatic  prob- 
lem, it  would  affect  the  reported  aggregate  financial  results  of  the 
corporation  but  would  not  diminish  the  capital  available  to  support 
the  main  bank.  If  there  are  accounting  questions  on  that,  I  would 
be  happy  to  address  them. 

On  the  issue  of  the  firewalls,  our  thinking  was  to  go  through  step 
by  step. 

Mrs.  Roukema.  I've  been  given  a  question  here,  and  I  think  its 
directly  related  to  what  you  just  said;  so  I'm  going  to  interrupt 
now. 

Mr.  Newman.  Fine. 

Mrs.  Roukkma.  How  can  they  in  the  scenario  that  you've  just 
outlined  override  the  GAPP  accounting  requirements  that  are 
under  the  statute? 

Mr.  Newman.  OK  I  think  I  know  the  issue  you  are  referring  to. 

Suppose  you  have  a  subsidiary — whether  it's  the  subsidiary  of  a 
bank  or  of  the  holding  company  really  doesn't  matter — that's  m  the 
securities  business  and  has  $100  worth  of  capital  in  it.  If  the  legal 
structure  is  set  up  so  that  there  is  no  further  liability  on  the  part 
of  either  the  bank  or  the  holding  company  with  respect  to  that  sub- 
sidiary's business,  then  if  the  subsidiary  loses  $150,  let's  say,  the 
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limit  of  the  liability  is  still  the  $100  that  the  parent  has  invested. 
It  can  just  simply  walk  away  from  it  and  have  no  further  liability. 
The  accounting  for  that  would  not  require  a  write-off  of  any  more 
than  the  original  investment.  This  has  been  checked  out  by  the  ac- 
counting people  at  the  OCC,  checked  with  the  FASB 

Mrs.  RouKEMA.  Mr.  Newman,  would  you  be  willing  to  put  that 
in  writing 

Mr.  Newman.  Oh,  absolutely. 

Mrs.  RouKEMA,  Submit  it  for  the  record  in  writing,  please,  and 
then  go  on  to  the  question,  because  we're  running  out  of  time, 
about  the  firewalls. 

[Treasury's  response  to  Hon.  Marge  Roukema's  question  can  be 
found  in  the  appendix.] 

Mr.  Newman.  The  concept  behind  the  firewalls  thinking  is  to — 
and  again,  we'd  be  happy  to  work  with  you  on  this — is  to  walk 
through  point  by  point  the  kinds  of  risks  that  might  be  spread  from 
the  depository  institution  as  a  result  of  it. 

So  one  of  them,  for  example,  results  from  the  extension  of  credit 
or  guarantees.  That  is  something  that  has  been  addressed  for  a 
number  of  years  in  Sections  23A  and  23B  of  the  Federal  Reserve 
Act  which  we  would  support  as  a  very  good  starting  point  for  defin- 
ing the  kinds  of  restrictions,  so  that  uiere  would  be  very  specific 
statutory  limits  on  the  degree  of  credit  and  the  kind  of  credit  that 
could  be  extended  by  the  bank. 

Mrs.  ROUKEMA.  Statutory  limits. 

Mr.  Newman.  Similarly  for  capital  contributions.  There  would  be 
specific  limits  on  the  circumstances  under  which  the  parent  bank, 
for  example,  could  contribute  capital  to  its  subsidiary,  and  there 
would  not  be  a  call.  In  other  words,  the  success  of  the  subsidiary — 
they  pass  dividends  up  to  the  bank  and  strengthen  the  bank's  cap- 
ital, but  there  would  be  no  legal  situation  under  which  the  prob- 
lems in  the  subsidiary  could  force  a  drain  on  the  bank's  capital. 

Mrs.  Roukema.  I  hope  you  are  right  on  that.  We'll  work  together 
on  the  statutory  provisions. 

Mr.  Newman.  Very  good. 

Mrs.  Roukema.  Thank  you. 

Mr.  Newman.  Thank  you,  Mrs.  Roukema. 

Mr.  Wynn.  Mr.  Chairman? 

Chairman  Leach.  First,  1  would  hke  to  recognize  Mr.  Wynn  for 
unanimous  consent 

Mr.  Wynn.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  would  like  to  request  unanimous  consent  to  sub- 
mit written  questions  to  the  witness. 

Chairman  Leach.  Without  objection. 

Mr.  Wynn.  Thank  you. 

Chairman  Leach.  Second,  let  me  say  that  I  am  required  to  ap- 
pear before  the  House  Oversight  Committee  to  defend  the  budget 
for  the  year,  and  I  would  like  to  ask  Mrs.  Roukema  to  take  tne 
chair  briefly. 

Mr.  Kennedy. 

Mr.  KfiNNKUY.  Thank  you.  Chairman  Leach. 

Welcome,  Mr.  Secretary,  and  I  guess  Mr.  Secretary  as  well. 

So,  anyway,  I  have  served  on  this  committee  long  enough  to  see 
the  committee  act  in  the  past  on  trying  to  break  down  some  oT 
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these  issues  pertaining  to  Glass-Steagall  and  have  voted  for  legisla- 
tion to  do  so,  because  I  think  when  I  first  got  here,  we  controlled 
something  hke  eight  out  of  the  top  ten  banks  in  the  world.  We  have 
dropped  since  then  to  one  out  of  the  top  50,  which  I  think  is  num- 
ber 26  the  last  time  1  checked  or  something  along  those  lines. 

I  have  never  been  convinced  that  just  because  you  can  get  big, 
that  that  necessarily  means  that  you  are  competitive.  I  started  a 
little  oil  company  that  was  able  to  beat  a  lot  of  the  big  oil  compa- 
nies, in  many  cases  just  because  they  were  big. 

But  one  of  the  things  that  I  think  has  really  been  not  dealt 
with — we  talk  about  the  need  for  allowing  our  institutions  to  get 
more  competitive.  The  amount  of  credit  that  fiows  through  any  of 
these  specific  institutions  doesn't  seem  to  be  of  such  a  nature  that 
can  threaten  our  overall  economy,  which  is  ultimately  why  these 
separations  took  shape  so  many  years  ago. 

But  at  this  point— yesterday,  Alan  Greenspan  talked  about  the 
fact  that  firewalls  tend  to  melt  away,  and  those  were  his  words,  in 
times  of  financial  crises. 

It  seems  that  in  my  questioning  of  him  yesterday,  going  back  to 
the  Continental  Bank  case,  where  funds  flowed  from  Continental 
through  to  First  Option,  first  he  indicated  he  wasn't  aware,  and 
then  he  indicated  he  was  aware,  and  then  he  wasn't  aware,  but  the 
fact  of  the  matter  is  that  money  flowed  through  the  bank  into  what 
should  have  been  a  firewall,  and  1  have  no  doubt  that  no  matter 
how  smart.  Secretary  Rubin  and  Newman,  both  of  you  are,  that 
there's  going  to  be  some  lawyers  getting  paid  $800  an  hour  around 
here  sometime  in  the  next  4  or  5  years  that's  going  to  figure  out 
a  way  to  pierce  whatever  wall  we  create.  1  think  that  that's  just 
the  truth. 

So  the  real  question  is  whether  or  not  we  ought  to  be  dealing 
with  deposit  insurance  while  we  allow  this  sort  of  cross-fertiliza- 
tion, right?  I  mean,  ultimately  that  is  the  only  conflict  that  comes 
into  play.  And  I'm  wondering  whether  or  not  we  ought  not  to  be 
trying  to  cull  out  deposit  insurance  completely  from  institutions 
that  want  to  get  involved  in  these  activities. 

Maybe  you  nave  to  go  to  something  like  that  narrow  bank  model 
where  you  just  say,  listen,  if  you  want  an  insured  deposit,  if  you 
want  to  really  make  sure  that  your  deposit  is  not  going  to  get 
screwed  around  with  because  somebody  makes  a  bad  investment, 
we  ought  to  allow  a  certain  kind  of  institution  to  be  set  up  to  make 
those  kinds  of  assurances  and  they  are  very,  very  limited,  and  then 
we  ought  to  allow  people  that  are  interested  in  really  getting  out 
and  competing  internationally  to  do  the  same  thing  that  every 
other  country  does.  But  it  seems  to  me  to  be  naive  at  best  to  think 
that  you  are  going  to  be  able  to  do  both,  and  that's  what  all  of 
these  proposals  ultimately  end  up  doing,  and  what  I  sort  of  see  as 
a  major  flaw  in  the  structure. 

I  don't  care  how  you  devise  whichever  structure  you  want,  no 
matter  how  we  design  it,  somebody  is  going  to  figure  out  a  way  to 
pierce  it.  So  I'm  not  exactly— I'll  leave  it  up  to  either  one  of  you 
to  take  the  question.  The  question  really  is,  can  you  design  a  sys- 
tem that  you  really  want  to  tell  us  will  work. 

Mr.  Newman.  Mr.  Kennedy,  why  don't  I  try  to  respond  to  that. 
Clearly  you  are  addressing  key  issues  that  need  to  be  thought 
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through  in  this  whole  process.  The  question  about  the  proper  bal- 
ance oetween  the  intermediation  role  that  financial  institutions 
play  and  their  safety  doesn't  have  an  easy  answer,  but  we  do  know 
that  if  we  constrict  our  financial  institutions  too  much,  they  will  be 
unable  to  move  tiie  flow  of  savings  into  productive  use  in  the 
economy. 

We  also  know  that  if  we  are  overly  restrictive,  they  won't  be  able 
to  compete  as  time  goes  on  and  the  nature  of  instruments  changes, 
the  nature  of  markets  changes,  and  we  may  find  ourselves  with 
buggy  whip  companies  that  can't  survive. 

Mr.  Kennedy.  Let  me  just  ask  a  real  quick  question,  though.  The 
fact  of  the  matter  is  if  I  put  my  money  in  a  bank  today,  I  get  a 
very,  very  poor  rate  of  return  on  those  investments.  That  is  not 
why  you  put  money  in  a  bank.  Vou  don't  put  money  in  a  bank  to 
get  a  good  rate  of  return. 

Mr.  Newman.  I  guess  that's  a  matter  of  competition,  and  clearly 
there  are  deposit  services  that  are  provided.  But  still  banks  do 
make  loans  to  a  variety  of  different  parts  of  the  society,  both 
consumer  loans  and  business  loans,  and  somebody  needs  to  perform 
that  function. 

The  question  about  the — and  this  is  something  that  is  done  in 
lots  of  other  countries — there  are  a  number  of  other  countries  that 
have  deposit  insurance  mechanisms,  not  exactly  like  ours,  but  very 
similar,  and  those  countries  have  much  more  open  opportunities  for 
both  banks  and  securities  firms  to  affiliate  and  to  conduct  activi- 
ties. 

I  do  grant  your  concern  that  if  somebody  really  wants  to  violate 
the  law,  they  have  to  be  stopped;  but  that  exists  already.  In  a 
sense,  the  biggest  risk,  by  far  the  biggest  risk  the  banks  have  had 
historically,  is  just  simply  making  bad  loans  or  making  loans  that 
they  shouldn't  nave  made.  If  a  bank  is  going  to  do  that  in  violation 
of  the  law  or  of  current  standards,  they  need  to  be  stopped,  it's  not 
clear  that  undertaking  these  new  activities  with  the  legal  restric- 
tions that  we  are  proposing  and  that  are  conducted  in  many  other 
countries  is  going  to  add  any  additional  danger.  As  a  matter  of  fact, 
far  and  away  the  biggest  danger  in  the  banking  system  is  always 
bad  loans. 

Mr.  Kennedy.  Yes.  I'm  not  sure  that  giving  them  new  powers  is 
going  to  help  that.  But  anyway 

Mrs.  RouKEMA  [Presiding].  I  apologize.  I  have  to  ask,  now  that 
we  just  have  a  moment — we've  gone  way  over  time,  but  we  will 
give  Secretary  Rubin  an  opportunity  to  respond. 

Do  you  have  a  response? 

Mr.  Rubin.  No.  Mr.  Kennedy,  I  think  you  have  raised  one  of  the 
central  questions  that  we  need  to  deal  with.  I  would  identify  with 
Mr.  Newman's  response,  and  I  think  a  number  of  the  Members 
have  raised  a  similar  question. 

Mrs.  RouKEMA.  All  right.  Thank  you. 

Our  colleague,  Mr.  Roth,  from  Wisconsin. 

Mr.  Roth.  Thank  you.  Madam  Chairwoman. 

Secretary  Rubin,  why  should  our  community  banks  be  for  a  re- 
peal of  Glass-Steagall? 

Mr.  Rubin.  Why  should  they  be — I'm  sorry? 
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Mr.  Roth.  Yes.  Why  should  they  be  in  favor  of  a  Glass-Steagall 
repeal? 

Mr.  RuBDJ.  Smaller  community  banks? 

Mr.  Roth.  Yes.  I'm  just  trying  to  help  you.  I  am  looking  for  an 
answer  for  the  objections  they  give  me. 

Mr.  Rubin.  It's  a  very  interesting  question,  actually,  and  it's  one 
that  we've  talked  a  fair  bit  about,  the  impact  on  the  smaller  banks. 
I  tiiink  you  can  envision  two  kinds  of  impacts.  On  the  one  hand, 
if  I  were  a  smaller  bank,  it  would  seem  to  me  that  what  I  would 
do  if  this  legislation  were  to  pass  is  try  to  make  my  small  bank  a 
one-stop  shopping  center,  and  1  would  try  to  develop  affiliations 
with  insurance  companies,  investment  banking  firms,  brokerage 
firms,  and  really  become  the  one-stop  shopping  center  in  my  area, 
my  community  or  whatever  it  might  be,  so  that  somebody  could 
come  to  my  small  bank  and  get  the  benefit  of  the  services  of  all 
of  these  large  institutions  in  these  different  areas.  That  would  be 
what  I  would  call  the  sort  of  business  proactive  approach. 

I  suspect  there  will  be  other  small  banks  that  will  view  it  as  a 
threat  because  they  have  an  existing  business;  they  are  not  par- 
ticularly interested  in  being  proactive  in  thinking  alwut  their  busi- 
ness; and  thev  feel  that  what  will  happen  is  that  these  national  in- 
stitutions will  set  up  competitive  capabilities. 

So  I  think  you  could  envision  two  types  of  effects,  and  actually, 
in  some  sense,  separate  out  the  strategic  forward-looking  banks 
from  the  non -forward-looking  banks;  although  let  me  say  in  fair- 
ness, there  also  could  well  be  extremely  well  run  smaller  banks 
that  have  a  very  important  niche,  that  are  greatly  trusted  in  their 
community,  and  they  simply  feel,  and  rightly  and  successfully  feel, 
that  that's  the  way  they  should  continue  to  operate. 

Mr.  Roth.  Well,  I  think  many  of  the  community  banks  will  feel 
threatened,  you  know,  with  Glass-Steagall  repeal  or  expanding  or 
whatever  we  do  with  it;  so  1  was  just  interested  in  your  viewpoint 
and  what  you  thought  of  it. 

This  bank  in  Britain  the  other  day  that  was  brought  down,  any 
problems  with  us  expanding  and  banks  getting  into  all  kinds  of 
other  businesses?  1  mean,  could  a  single  individual  today  bring 
down  J. P.  Morgan  and  why  or  why  not? 

Mr.  Rubin.  Could  we  say  a  hypothetical  rather  than  using  J. P. 
Morgan?  [Laughter.] 

Mr.  Roth.  OK. 

Mr.  Rubin.  If  you've  run  one  of  these  kinds  of  institutions,  which 
I  did,  it's  really  a  very  interesting  situation.  You  do  wonder  a  little 
bit  how  all  of  that  activity  took  place  over  the  period  of  time  that 
it  must  have  taken  place  without  a  certain  degree  of  managerial 
focus  and  curiosity. 

Mr.  Roth.  You  know  what  concerns  me  about  changing  Glass- 
Steagall:  All  of  a  sudden,  we  run  into  trouble  and  the  Secretary  of 
Treasury  is  going  to  say,  you  know,  I  don't  know  what  happened 
here  in  these  American  banks. 

Mr.  Rubin.  Let  me  make  a  comment  that's  a  little  more  categor- 
ical, perhaps,  than  I  should.  I  think  that  with  the  systems  tnat 
exist  in  this  country  and  the  kinds  of  controls  that  are  required  by 
regulation  and  that  are  reviewed  by  regulators  both  in  the  institu- 
tions and,  interestingly  enough,  at  the  exchanges,  because  what 
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happened  to  SIMEX,  the  Singapore  Exchange,  also  raised  some  in- 
teresting questions,  it  seems  to  me  that  what  happened  there  could 
not  happen  here.  Although  you  never  want  to  say  something 
couldn't  happen,  I  cannot  envision  how  it  would  happen  here.  You 
can  have  very  large  accidents,  and  there  are  securities  firms  and, 
for  that  matter,  banks  that  have  had  very  large  accidents,  particu- 
larly when  you  have  what's  now  being  referred  to  as  a  rogue  trad- 
er. But  1  think  something  of  that  magnitude  would  not  be  possible 
under  the  system  that  we  have  here,  subject  to  the  caveat  that  in 
some  sense  nothing  is  ever  impossible. 

Do  you  agree  with  that,  Mr.  Newman? 

Mr.  Newman.  Yes. 

Mr.  Rubin.  I  mean,  you  are  raising  an  extremely  important  ques- 
tion that  we — independently  of  this  whole  Glass-Steagall  ques- 
tion— have  been  talking  about. 

Mr.  Newman.  Let  me  just  add  a  couple  of  thoughts  to  it.  1  abso- 
lutely agree. 

First  of  all,  the  U.S.  banks  already  have  the  authority  to  transact 
futures  transactions  and  have  had  for  quite  some  time,  maybe  nol 
the  exact  same  ones  that  were  used  in  that  case,  but  large,  large 
volumes  of  futures  transactions. 

In  this  country,  the  futures  exchanges  have  the  kinds  of  controls 
that  Secretary  Rubin  just  mentioned,  and  we  have  gone  through 
them  with  Chairman  Schapiro  of  the  CFTC  just  in  these  past  few 
days,  that  would  have,  as  the  Secretary  said,  spotted  these  prob- 
lems long,  long  in  advance.  So  the  controls  are  substantially  better. 

That  does  raise  the  question,  I  suppose,  that — and,  by  the  way, 
this  is  not  a  new  feature.  This  is  not,  really,  in  a  sense,  relevant 
to  the  Glass-Steagall  debate  because  banks  already  can  deal  in  fu- 
tures. But  it  does  raise  the  question  of  could  a  bank  be  dealing  in 
one  of  these  foreign  exchanges  in  some  country  where  the  controls 
on  the  exchanges  aren't  quite  so  good.  In  that  case,  you  need  to  rely 
on  the  internal  controls  of  the  bank. 

Well,  under  our  bank  regulations,  there  are  internal  control  re- 
quirements that  are  examined  very  intensively  that  require  separa- 
tion of  duties  and  reporting  functions  that  apparently  were  not  in 
place  in  this  particular  case,  and  that  is  just  part  of  our  regulatory 
structure. 

Mr.  Roth.  Thank  you. 

Mrs.  Rouki;ma.  Mr,  Flake,  please. 

Mr.  Flakk,  Thank  you  very  much,  I  would  like  to  welcome  both 
Secretaries  here  this  morning. 

Obviously,  by  virtue  of  the  fact  that  over  these  last  9  years  I 
have  been  participating  in  the  various  discussions  as  it  relates  to 
repeal  of  Glass-Steagall,  and  the  fact  that  I'm  working  both  with 
Mr.  Leach  and  Mr.  Baker  and  now  have  an  opportunity  to  see  your 
bill,  we  know  that  we're  going  to  try  and  move  forward  at  last  to 
do  what  I  think  is  important  for  the  American  banking  system. 

However,  there  is  a  great  deal  of  concern  on  my  part.  We're  talk- 
ing a  regulatory  question  here,  and  I  know  that  when  you  get  into 
questions  like  the  BIF/SAIF  issue,  you're  talking  about  a  financial 
question. 

Yet,  for  me,  it  is  a  significant  question,  because  the  impact  of  the 
movement,  as  Citibank  has  already  indicated  that  it's  moving  from 
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the  middle  segment  of  the  market,  it's  going  to  put  a  great  deal  of 
its  emphasis  in  the  international  market  area,  and  knowing  that 
we  are  going  to  probably  face,  if  there  is  nothing  done  to  repair 
what  we  anticipate  will  be  a  disparity  between  those  two  regulated 
entities — ^it  seems  to  me  that  even  as  we  move  this  process,  we  can- 
not afford  to  leave  on  the  backtrack  the  whole  question  of  how  we 
resolve  that  BIF/SAIF  question,  because  as  we  get  more  powers  for 
one  segment  of  the  market  that  is  already  going  to  be  advantaged 
and  we  give  them  more  advantages  while  we  leave  another  seg- 
ment behind,  it  seems  to  me  we're  saying  to  that  portion  of  the  in- 
dustry that  you  need  not  exist. 

So  I  would  like  to  hear  your  comments  on  how  we,  understanding 
that  I'm  fiilly  supportive  of  Glass-Steagall  reform,  how  we  move 
that  process  forward,  but  at  the  same  time  move  forward  in  a  proc- 
ess that  ensures  that  there  is  not  a  segment  of  this  industry  that 
serves  a  very  important  segment  of  the  marketplace  that  could  be 
left  out  of  the  whole  process,  to  make  sure  that  we  find  ways  of 
not  including  them  in  Glass-Steagail  per  se,  but  inclusiveness  that 
makes  sure  that  they  survive,  because  I  think  it's  important  for 
many  communities  that  they  do. 

Mr,  Rubin.  Mr.  Flake,  you  are  raising,  again,  a  very  important 
question,  and  let  me  take  a  first  shot  at  it  and  then  turn  it  over 
to  Secretary  Newman. 

My  view  is  that  while  it  is  true,  and  I  think  desirably  true,  that 
legislation  of  any  of  these  variants  of  the  repeal  of  Glass-Steagall 
wUI  focus  even  more  tension  on  the  international  competitive  arena 
and  better  equip  our  banks  or  financial  institutions  to  function  in 
those  arenas,  I  think  it  will  also  create  opportunities — and  this 
goes  a  little  bit  to  Mr.  Roth's  question,  I  guess — for  institutions  to 
function  more  profitabiy  with  the  smaller  and  middle  market  in 
banking  because  they  will  be  able  to  bring  multiple  services  to 
bear.  By  bringing  multiple  services  to  bear  I  think  they  will  be  able 
to  function  in  a  more  profitable  fashion.  So  I  think  we  can  actually 
accomplish  both  purposes  with  one  legislative  proposal. 

There  is  always  the  question  that  goes  maybe  a  little  beyond 
what  you  were  asking  about  the  areas  that  simply  aren't  served  for 
various  kinds  of  reasons.  That's  why  we  had  the  Community  Devel- 
opment Financial  Institutions  legislation  of  last  year  and  why  we 
believe  very  strongly  in  CRA  and  intend  to  continue  to  vigorously 
pursue  CRA. 

Mr.  Flake.  But  1  think  the  question  still  is,  even  if  you  provide 
an  opportunity  for  this  expansion  and  you  have  the  inequity  that 
exists  between  BIF/SAIF,  if,  in  fact,  that  inequity  continues 

Mr.  Rubin.  Well,  yes. 

Mr.  Flake.  Then  I  think  you  still  have — I'm  not  raising  a  CRA 
issue;  I'm  raising  a  basic  fundamental  banking  issue  as  it  relates 
to  segments  of  the  marketplace  that  just  will  not  be  served. 

Mr.  Rubin.  But  the  BIF/SAIF  issue— and  the  problem  that  exists 
because  of  the  dilTerence  between  them  and  the  different  situations 
right  now — is  a  very  important  question  which  I  will  turn  over  to 
Secretary  Newman. 

Mr.  Flake.  OK. 

Mr.  Newman.  Thank  you,  Secretary  Rubin. 
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Mr.  Flake,  we  clearly  do  agree  it's  important,  as  we  said  before. 
I  mean,  we're  happy  to  participate  in  trying  to  resolve  what  you 
know  is  a  very,  very  difficult  problem. 

With  respect  to  this  particular  bill,  however,  we  would  suggest 
that,  given  the  nature  of  the  two  bills,  it  would  not  be  wise  to  put 
them  together.  They  really  need  to  be  addressed  as  separate  items, 
although  we  acknowledge  some  relationship. 

The  one  thing  that  we  do  propose,  and  it's  spelled  out  a  little  bit 
more  in  the  written  testimony,  is  that  the  existing  unitary  thrift 
structure  not  be  interfered  with,  that  under  the  circumstances  it 
'  would  be  unwise  to  put  still  more  of  a  burden  on  some  thrifts  who 
are  trying  to  be  successful  in  a  difficult  environment,  and  as  long 
as  the  10  percent  limitation  on  commercial  loans  by  those  thrifts 
is  maintained,  we  would  not  see  it  as  particularly  dangerous  and 
it's  something  that  could  be  continued  as  part  of  this  legislation. 

Mr.  Flake.  Yes.  And  I  wouldn't  argue  for  merging  them,  but  I 
would  certainly  hope  that  we  would  not  let  December  come  upon 
us  and  we  have  not  at  least,  even  as  we  are  giving  much  attention 
to  Glass-Steagall,  not  at  least  giving  a  great  deal  of  attention  to 
what  happens  if  we  don't  resolve  the  issue,  because  I  don't  think 
it'sgoing  away. 

Thank  you  very  much.  Madam  Chairwoman. 

Mrs.  ROUKEMA.  Mr.  Baker. 

Mr.  Bakkr.  Thank  you.  Chairwoman  Roukema. 

Mr.  Secretary,  yesterday  we  had  an  interesting  hearing  as  well 
that  gave  good  insight,  I  think,  into  some  of  the  philosophic  issues 
in  this  current  debate. 

Chairman  Greenspan,  for  example,  said  he  did  not  express  any 
philosophical  objection  to  the  blending  of  commerce  and  finance,  al- 
though he  could  not  express  a  regulatory  system  today  that  made 
him  comfortable. 

Chairman  Heifer  said  we  should  proceed  only  on  a  product-by- 
product basis,  not  including  insurance  as  a  defined  commodity  in 
her  comment,  but  suggesting  that  that,  for  example,  might  be  a 
step  that  could  be  taken. 

Comptroller  Ludwig  talked  about  the  advantages  of  product  di- 
versity and  producing  income  streams  for  the  bank  not  otherwise 
available. 

Director  Feichter  talked  about  the  experience  of  the  unified  thrift 
to  which  Mr.  Newman  just  referred  and  in  fact  said  that  diversified 
ownership  provided  stability  to  those  thrifts  which  otherwise  might 
have  encountered  difficulty  had  they  not  had  that  experience. 

It  seems  to  me  that  there  is  only  a  difference  in  opinion  as  to 
how  we  get  there,  not  whether  we  should  go  or  not. 

Yesterday  I  suggested  to  Chairman  Greenspan  that  rather  than 
take  a  step,  we  should  perhaps  all  get  together  and  go  for  a  walk. 
The  walk  should  discuss  what's  going  on  in  the  real  world. 

For  example,  in  defining  what  is  a  financial  company  in  your  leg- 
islation, would  a  software  company  selling  bank  service  hardware 
and  software  who  also  is  in  the  entertainment  business  be  a  fi- 
nance company  or  in  commerce?  A  person  who  happens  to  be  in  the 
credit  card-issuing  business  who  might  be  in  the  travel  business  as 
well  and  sell  suitcases,  are  they  in  finance  or  are  they  in  com- 
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merce?  Someone  who  perhaps  is  in  the  insurance  business  who 
might  own  a  real  estate  brokerage  operation,  what  are  they? 

My  point  is  that  the  camel  has  long  since  been  in  the  tent.  We 
are  like  the  ostrich  looking  to  put  our  head  in  the  sand  and  the 
beach  is  gone.  The  world  around  us  has  changed  and  we  are  now 
arguing  the  niceties  of  whether  part  A  or  part  B  should  get  in  rath- 
er t^an  look  to  the  issue  of  product  diversification,  which  is  really 
what  this  argument  is  about. 

The  questioning  of  why  would  anyone  want  to  own  a  bank  frank- 
ly surprises  me.  Why  would  anyone  want  to  own  anything,  then? 
Simply  buy  shares;  don't  ever  have  ownership  interest.  It  goes  to 
the  core  of  what  our  system  should  be  about:  diversification  and 
free  enterprise,  allowing  people  in  America  to  invest  capital  as  they 
see  fit  for  the  purpose  of  making  a  profit.  It's  getting  more  difficult 
these  days  and  somewhat  in  troubled  theory  in  some  comers  as  to 
whether  profits  are  advisable  or  not,  but  this  is  about  the  core  of 
where  our  financial  market  should  go. 

In  my  view,  we  should  not  proscribe  areas  of  action  off  the  table. 
If  we  were  doing  that,  I  think  you  should  act  quickly  on  deriva- 
tives. But  we  allow  those  institutions  to  engage  in  risk-taking  be- 
cause we  feel  we  have  appropriate  controls,  they  are  properly  cap- 
itahzed,  and  it  does  not  present  systemic  risk  to  the  inherent  quali- 
ties of  a  financial  institution. 

On  the  other  hand,  we  should  look  very  carefully  at  the  risk  of 
ill-advised  business  activities.  I  am  not  saying  we  should  careen 
blindly  over  a  landslide  into  the  taxpayers'  pockets.  Far  be  it  for 
me  to  suggest  that,  given  the  experience  of  my  State  in  the  last  10 
years,  that  we  should  turn  away  from  those  experiences.  What  we 
should  do,  then,  is  look  to  the  advisability  of  what  risk  should  tax- 
payers insure  if  we  are  to  allow  financial  institutions  to  engage  in 
new  products  and  services  and  not  concern  ourselves  as  much 
about  the  nature  of  those  business  activities. 

I  do  not  have  in  the  current  legislation  a  plan  to  put  before  you 
this  morning,  but  I  will  forward  something  to  you  that  is  exactly 
on  that  point.  I  think  we  should  allow  community  bankers  to  re- 
main community  bankers,  fully  insured  as  they  are  today,  enjoying 
life  as  they  see  fit;  and  if  we  want  to  open  a  new  day  of  product 
diversity  for  those  who  wish  to  be  forward-looking,  as  you  have  de- 
scribed them,  let  us  do  so  with  caution  on  taxpayers'  insured  risk. 
Can  you  respond? 

Mr.  Rubin.  Mr.  Baker,  leaving  aside  the  ostrich  and  some  of  the 
imagery,  which  I  may  have  lost  at  some  point  or  other,  if  I  under- 
stand you  correctly,  and  I  think  I  do,  the  general  thrust  of  your 
comment  is  one  that  we  would  agree  with. 

I  think  that  the  questions  will  come  with  respect  to  some  of  the 
specifics,  We  think  we  should  have  a  system  that,  as  I  described 
in  my  opening  statement,  will  bring  our  financial  services  industry 
in  accord  with  the  current  realities. 

Mr.  Baker.  Just  a  quick  follow-up,  if  1  may.  I'm  on  orange  and 
going  to  red  quickly,  I  have  a  feeling. 
Define  financial  company. 

Mr.  Rubin.  Well,  that's  a  very  good  point.  I  actually  think  I  made 
that  comment  somewhere  along  the  line.  If  I  didn't,  1  meant  to. 


d  by  Google 


94 

In  the  first  place,  what  is  a  financial  service?  You  pointed  out  the 
ambiguity  and  the  difficulty,  and  that  difficulty  will  be  ever  greater 
as  time  goes  on  because  we  live  in  a  rapidly  changing  world.  That 
is  why  we  suggested  a  National  Council  on  Financial  Services, 
which  is  an  interagency  policy  forum,  something  I  think  you  are 
not  totally  unfamiliar  with  as  a  concept,  which  could  deal  with  that 
issue  as  we  go  along,  because  I  think  some  of  these  things  simply 
are  not  set  in  stone.  We  need  a  dynamic  process  for  dealing  with 
a  dynamic  industry  and  questions  that  by  their  nature  are  dy- 
namic. I  think  you  wouldn't  disagree  with  that. 

Mr.  Newman.  If  I  might  add,  Mr.  Baker,  just  briefly  to  that 

Mrs.  ROUKEMA.  Very  briefly. 

Mr,  Newman.  Fine,  Madam  Chairwoman. 

The  question  of  ownership  is  a  legitimate  one,  and  both  Sec- 
retary Rubin  and  I  share  your  view  that  there  ought  to  be  as  much 
flexibility  as  possible  in  the  private  sector,  and  the  only  time  you 
want  to  cut  off  flexibility  is  when  there  is  a  genuine  public  policy 
need  to  do  so,  a  reason  to  do  so.  The  question  here  is  one  of  bal- 
ancing potential  synergies  against  the  risk  and  the  regulatory 
structure  that  would  be  required.  Clearly  if  an  industrial  firm  has 
some  kind  of  synergy  it  could  see  with  another  company  it  wanted 
to  buy,  there's  a  lot  of  reason  to  do  it. 

It's  hard  to  see  the  synergies  in  some  of  these  cases,  and  it  is 
easy  to  see  potential  abuses  that  we're  not  ready  to  deal  with.  And 
again,  as  the  Secretary  said,  that's  one  of  the  reasons  that  we 
thought  the  idea  of  a  council  to  try  to  make  some  of  these  judg- 
ments made  a  lot  of  sense. 

Chairman  Leach,  [Presiding.!  Yes,  Ms.  Roybal-Allard. 

Ms.  RoYBAL-ALlj\Hn.  Thank  you.  First,  let  me  just  follow  up  on 
something  because  I  feel  that  Congressman  Kennedy's  question 
was  not  directly  answered.  One  of  the  major  concerns  with  Con- 
tinental Illinois  Bank  transferring  these  funds  was  the  fact  that  it 
was  being  done  under  the  very  noses  of  the  FDIC  and  OCC  regu- 
lators who  were  monitoring  real  time  transactions  at  the  holding 
company. 

So  there  clearly  is  evidence  that  despite  the  firewalls  and  the 
regulators'  physical  presence  at  the  site,  abuse  occurred.  Your  re- 
sponse to  the  question  is — and  I  wrote  it  down — "These  questions 
have  been  raised  and  we  recognize  it  is  a  problem."  This  is  really 
not  an  answer  that  satisfies  most  of  us  who  are  concerned  about 
the  potential  for  abuse. 

Mr.  Newman.  OK.  Let  me  try  to  amplify  on  it,  because  clearly 
more  is  required.  As  you  said  in  the  First  Options  case,  as  I  under- 
stand it,  what  happened  was  there  was  a  violation  of  the  rules,  it 
was  caught  very  quickly  and  rectified  very  quickly. 

I  guess  the  point  here  is  that  if  an  institution  is  going  to  violate 
the  rules,  there  are  a  lot  of  risks  it  can  create  in  the  current  cir- 
cumstance, and  it  is  not  clear  to  us  that  there  are  material  new 
risks  for  somebody  who  would  violate  the  rules,  nor  is  there  a  great 
concern  that  the  rules  cannot  be  properly  monitored.  It  is  one  of 
the  reasons,  for  example,  that  we  join  with  Mr.  Leach  and  Mr. 
Baker  in  terms  of  thinking  that  functional  regulation  makes  sense. 
The  SEC  is  the  most  expert  at  securities  regulation  not  to  be  on 
top  of  it. 
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Right  now,  if  a  bank  wanted  to  violate  the  rules,  there  are  lots 
of  rules  it  could  violate.  We  haven't  placed  a  regulatoiy  structure 
that  would  catch  it  very  quicklv,  and  in  fact  the  First  Options  case 
was  caught  very  quickly,  but  there  are  lots  of  things  that  could  be 
done.  The  question  is,  do  you  have  a  regulatory  structure  that  can 
find  them  promptly  and  take  the  proper  corrective  actions? 

Ms.  Roybal-Allard.  And  do  we,  or  will  we? 

Mr.  Newman.  I  believe  we  do  and  I  believe  that  the  proposals 
that  we  are  talking  about  here  today  would  have  them  in  the  new 
structure. 

Ms.  Roybal-Allard.  In  my  district  we  have  only  55  branches 
serving  a  population  of  about  571,000  as  compared  to  a  more  afTlu- 
ent  area  like  Pasadena  that  has  50  branches  for  a  population  of 
138,000. 

My  question  is,  as  we  are  modernizing  the  banking  system  to  re- 
flect these  new  market  conditions,  would  it  not  be  appropriate  to 
remedy  the  historical  neglect  of  financial  services  to  minority  and 
urban  areas,  particularly  in  light  of  the  fact  that  banks  are  going 
to  profit  and  be  able  to  thrive  much  more? 

Mr.  Newman.  We  certainly,  as  Secretary  Rubin  noted  before, 
were  very  pleased  last  year  when  the  Community  Development  Fi- 
nancial Institutions  bill  was  passed,  which  was  intended  to  address 
a  number  of  these  problems  and  hopefully,  if  the  funding  can  be 
maintained,  will  provide  a  basis  for  leveraging  private  sector  funds 
and  bringing  them  to  the  kinds  of  issues  that  you  mention. 

Also,  as  Secretaiy  Rubin  mentioned  before,  there  may  be  some 
opportunities  for  banks  that  are  now  operating  in  communities 
where  there  is  not  an  easy  access  to  securities  services,  but  there 
are  growing  businesses  that  could  use  different  kinds  of  financing 
to  actually  nave  a  better  way  to  obtain  that  financing. 

In  other  words,  a  local  bank  in  a  community  might  now  be  able 
to  provide  a  wider  range  of  services  for  a  growing  company  in  that 
community  than  was  previously  allowed. 

Ms.  RoYBAL-Auj\iti).  I  guess  what  bothers  me  are  the  words 
"might,"  and  "we  hope."  There  is  nothing  to  assure  me  that  there 
is  going  to  be  any  kind  of  protections  in  place  for  the  communities 
that  I  represent.  Hoping  for  a  positive  outcome  is  very,  very 
troubling. 

Mr.  Newman.  You  raise  a  very  good  question.  Under  current  law 
we  have  the  community  development  financial  institutions,  we 
have  CRA  and  we  have  fair  lending,  which  is  the  law  of  the  land. 

As  you  know,  we  are  very  strong  supporters  of  CRA  and  of  the 
fair  lending  laws.  There  is  nothing  beyond  that  envisioned  in  this 
proposal.  On  the  other  hand,  if  you  had  thought  that  we  should 
look  at  them,  we  obviously  would  look  at  them  in  a  serious  and 
thoughtful  way. 

Ms.  RoYBAL-ALLAim.  Since  CDFI  funding  has  been  targeted  for 
rescission,  how  is  this  going  to  impact 

Mr.  Newman.  We  didn't  target  it  for  rescission. 

Ms.  Roybal-Allard.  I  understand  that.  What  is  going  to  be  the 
result  in  terms  of  the  concerns  that  we  have? 

Mr.  Newman.  Well,  recision  of  the  funding  will  obviously  ad- 
versely affect  the  program.  No,  I  think  it  is  a  very  serious  issue, 
^^e  believe  very  strongly — and  I  will  add  I  personally  believe  very, 
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very  strongly — that  the  CDFI  program  is  a  very  good  program,  and 
we  feel  very  strongly  about  having  the  funding,  and  we  feel  very 
strongly  those  funds  should  not  be  rescinded.  Obviously,  if  they  are 
rescinded,  that  creates  a  terrible  problem  with  respect  to  what  we 
think  is  a  very  important  program. 

Ms.  Roybal-Allard.  The  problem  being  you  would  not  be  able 
to  monitor? 

Mrs.  ROUKEMA,  [Presiding!.  I  think  we  are  going  to  have  to  con- 
clude this  questioning. 

Mr.  Newman.  What? 

Ms.  Roybal-Allard.  I  was  trying  to  get  you  to  elaborate  on  what 
that  terrible  problem  would  be. 

Mrs.  RouKEMA.  Excuse  me,  my  colleague.  I  think  we  are  going 
to  have  to  conclude  the  questioning  and  go  onto  the  next  question. 

Mr.  Frank.  You  can  do  it  in  the  veto  message.  You  can  answer 
that  question  in  the  veto  message  on  the  rescission. 

Mr.  Rubin.  That  occurred  to  me,  Mr.  Frank.  I  don't  want  to  pre- 
judge whether  the  President  is  going  to  veto  or  not  veto,  but  he 
cares  a  lot  about  this  program. 

Mrs.  RouKEMA.  It  is  an  important  issue,  but  not  on  target  with 
respect  to  this  legislation. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  you.  Madam  Chairwoman.  Good  morning.  1 
want  to  follow  up  on  some  of  dialogue  that  you  had  with  my  col- 
league to  the  right,  Mr.  Baker,  in  trying  to  define  what  a  financial 
company  is. 

I  had  a  dialogue  with  Chairman  Greenspan  yesterday  about  his 
definition  regarding  similar  language  in  Mr.  Leach's  proposal. 

I  wonder,  Mr.  Secretary,  if  you  could  tell  me.  In  your  statement 
you  discussed  the  affiliation  of  an  FDIC-insured  deposit  institution 
with,  among  other  things,  another  financial  company.  What  would 
that  include?  Woiild  that  include,  in  your  opinion,  a  credit  card 
company? 

Mr,  Rubin,  The  answer  to  your  questions  is  yes,  a  credit  card 
company. 

Mr.  Lazio.  Finance  company? 

Mr.  RuBm.  Yes,  sure. 

Mr.  Lazio.  GMAC,  Ford  Credit,  those  types  of  companies? 

Mr.  Rubin.  Yes. 

Mr.  Lazio.  You  can  foresee  that.  And  in  terms  of  insurance  com- 
panies, could  you  foresee  an  affiliation  where  every  type  of  insur- 
ance activity  is  undertaken? 

Mr.  Rubin.  In  general,  we  are  in  favor  of  affiliation  with  insur- 
ance companies.  I  think  that — ^maybe  this  is  what  your  question  is 
getting  at — there  are  questions  about  certain  types  of  property  and 
casualty  insurance.  Because  of  the  risks  that  are  involved,  I  think 
we  all  need  to  look  at  it  further  together,  particularly  when  you-a 
have  property  and  casualty  companies  that  are  very  specific  ani^B 
limited  in  the  kind  of  risks  that  they  insure. 

Mr.  Lazio.  Speaking  about  risk,  do  you  agree  that  our  primar>^ 
focus  needs  to  be  on  prohibiting  or  limiting  risk  rather  than,  as  ^s 
primary  objective,  dealing  with  the  activities  that  a  bank  raay^ 
through  a  subsidiary,  involve  itself  in? 
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Mr.  Rubin.  Let  me  try  to  go  at  that  just  a  slightly  different  way, 
if  I  may.  This  is  the  way  we've  approached  it,  and  I  think  it  is  sen* 
sible,  and  that  is  to  think  of  what  it  is  we  are  trying  to  accomplish, 
and  how  we  can  have  a  financial  services  industry  that  is  as  mod- 
em as  the  conditions  have  become,  and  then,  within  the  context  of 
that  set  of  decisions,  ask  what  we  can  do  to  make  sure  that  we 
maintain  safety  and  soundness  and  in  fact,  we  think,  enhance  the 
safety  and  soundness  through  diversification. 

I  don't  know  if  that  is  responsive  or  not,  but  that  is  our  analytic 
■framework, 

Mr.  Lazio.  I'm  afraid  in  a  5-minute  timeframe — I  would  like  to 
get  into  it  more  with  you.  Maybe  I  will  do  that  in  writing. 

I  want  to  get  back  to  some  earlier  testimony  when  you  were  talk- 
ing about  firewall  relative  to  a  holding  company. 

Mr.  Rubin.  Incidentally,  I'm  talking  about  a  stand-alone  finance 
company.  Obviously,  if  a  finance  company  is  owned  by  a  corporate 
parent,  for  example  it  is  Ford  Credit,  and  it  still  has  Ford,  that  is 
a  different  question. 

Mr.  Lazio.  I  understand,  right.  In  a  situation  where  you  have  a 
bank  who  affiliates  with  a,  let's  say,  a  non-bank  subsidiary,  you 
would  define  that  as  a  financial  company  or  an  insurance  company 
or  a  securities  firm,  and  in  terms  of  potential  drain  on  bank  cap- 
ital, that,  I  think  if  I  understood  you  correctly,  you  were  saying 
that  the  capital  investment  a  bank  might  make  in  a  subsidiary 
would  be  the  limit  of  its  exposure  with  the  firewalls  that  you  would 
envision? 

Mr.  Rubin.  Yes.  What  we  said  was  that  the  investment  in  the 
non-bank  affiliate  would  not  count  as  part  of  the  capital  of  the 
bank.  As  a  consequence,  if  the  non-bank  affiliate  went  into  bank- 
ruptcy and  was  wiped  out,  it  would  not  affect  the  capital  of  the 
bank.  That  is  right. 

Mr.  Lazio.  So  the  bank  would  be  limited  to  its  investment? 

Mr.  Rubin.  That  is  correct,  though — the  answer  to  that  question 
is  yes,  except  the  investment  once  made  would  no  longer  count  as 
part  of  the  capital  of  a  bank. 

Mr.  Lazio.  So  help  me  understand  why  it  makes  a  difference 
given  the  fact  that  the  profits  presumably  would  flow  one  way  from 
this  non-bank  subsidiary  to  the  bank,  but  the  potential  exposure 
would  be  limited  to  the  amount  that  a  bank  would  contribute  to  its 
subsidiary,  why  it  makes  much  of  a  difference  whether  you  have 
a  securities  firm,  an  insurance  firm  or  a  commercial  firm  or  widget 
firm  that  is  non-securities,  non-insurance,  a  non-fmancial  company 
in  nature,  ^ven  those  firewalls,  from  that  perspective? 

Mr.  Rubin.  You  are  getting  at  the  question  of  why  we  would  not 
be  in  favor  of  a  non-financial  firm  being 

Mr,  Lazio.  I'm  just  trying  to  rationalize  those  two  things. 

Mr.  Rubin.  OK.  It  does  strike  us,  and  I  addressed  this  a  little 
bit  in  my  opening  statement  and  then  Secretary  Newman  expanded 
on  it,  that  with  a  non-financial  firm 

Mr.  Lazio.  Can  I  just  stop  you? 

Mr.  Rubin.  Yes. 

Mr.  Lazio.  I  am  going  to  try  and  cheat  a  little  bit  and  ask  you 
another  question  so  you  can  get  a  chance  to  answer  both. 
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Mr.  Rubin.  You  are  already  in  your  red  light  district,  but  in  any 
event. 

Mr.  Lazio.  Maybe  you  could  just  answer  the  question,  and  I  will 
ask  you  privately  the  other  questions. 

Mrs.  RouKEMA.  I  think  we  will  have  to  do  that  because  I'm 
afraid  we  are  going  to  be  interrupted  with  some  votes  very  shortly. 
So  Secretary  Rubin,  will  you  just  respond  to  his  last  statement? 

Mr.  Rubin.  Sure.  In  a  word — we  would  be  happy  to  expand  on 
this  later — we  think  that  with  the  non-financial  firms,  there  are 
more  kinds  of  supplier  and  customer  relationship  of  a  kind  that 
might  involve  pressure  on  the  bank  to  do  things  that  it  shouldn't 
be  doing  than  you  have  with  a  financial  firm;  so  on  the  one  hand, 
we  think  there  is  greater  risk,  and  we  don't  see  any  benefit,  we 
don't  see  any  synergies  or  commonalities,  and  so  we  see  no  addi- 
tional benefit  and  we  see  some  possible  additional  risks. 

Mr.  Lazio.  It  seems  to  me  the  market  would  punish  that. 

Mrs.  ROUKEMA.  Thank  you. 

Congresswoman  Velazquez. 

Ms.  Velazquez.  Thank  you,  Madam  Chair.  Secretary  Rubin,  my 
question  will  follow  the  line  of  Lucille  Roybal-AUard's  question  to 
you  before.  A  number  of  questions  were  raised  yesterday  regarding 
Glass-Steagall  reform  and  credit  availability  in  low  and  moderate 
income  minority  communities. 

The  communities  that  I  represent  in  New  York  City  are  repeat- 
edly cited  as  underserved  if  not  abandoned  by  financial  institu- 
tions. The  CRA  is  helpful,  but  not  very  effective.  CDFI  could  im- 
prove the  availability  of  credit,  yet  the  majority  party  wants  to  zero 
out  CDFI  funding. 

What  are  the  Administration's  view  regarding  Glass-Steagall  re- 
form and  the  availability  of  financial  services  and  credit  in  all  com- 
munities? Is  there  a  direct  connection  or  is  it  indirect  and  trickle 
down? 

Mr,  Rubin.  I  think  I  would  go  at  it  a  little  bit  differently,  if  I 
may,  and  that  is  I  think  in  terms  of  dealing  with  the  underserved 
communities — although  1  do  think  there  is  a  very  real  possibility 
that  the  repeal  of  Glass-Steagall  could  be  helpful  by  virtue  of  the 
same  thing  that  I  discussed  before,  I  guess,  in  response  to  Mr. 
Roth — that  offering  the  opportunity  to  provide  one-stop  shopping 
might  actually  create  profit  opportunities  that  don't  exist  today. 

So  I  think  there  is  a  possibility  of  being  helpful,  but  basically  in 
terms  of  underserved  areas,  we  have  always  felt — at  least  it  seems 
to  me  that  we  have  felt — there  are  three  prongs  to  our  approach. 

One  is  CDFI,  and  as  you  say,  the  rescission  is  a  threat  to  that 
program.  It  is  a  program  that  the  President  believes  very,  very 
strongly  in.  He  talked  about  it  in  the  campaign,  he  talked  about 
it  once  he  got  elected,  we  got  it  enacted,  and  it  is  something  that 
he  feels  very  strongly  about. 

Ms.  VELAZQUt:z.  You  can  tell  him  I  wilt  lend  my  pen  for  a  veto. 

Mr,  Rubin.  I  will  mention  that. 

Mr.  Frank.  But  under  the  ethics  laws,  you  will  have  to  give  it  ^ 
back.  [Laughter.] 

Mr.  Rubin.  I  don't  want  to  get  into  the  question  of  what  he  is^ 

going  to  do  about  that  whole  area.  That  is  obviously  his  judgment ; 

And  there  is  CRA,  and  I  agree  with  you,  it  is  not  as  effective  a^s 
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It  ought  to  be.  On  the  other  hand,  as  you  know,  we've  been  trying 
txi  revise  regulations,  and  we  will  certainly  do  our  most  to  make  it 
■work.  And  then  there  are  the  fair  lending  laws,  which  are  the  laws 
of  the  leind,  and  we  have  tried  to  be  vigorous  in  enforcing  them,  so 
-that  is  how  we  approach  that  issue. 

Ms.  Velazquez.  What  evidence  suggests  that  bank  reforms  along 
this  line  promotes  development  in  underserved  communities,  Sec- 
Tetary  Riu>in? 

Mr.  Rubin.  Excuse  me? 

Ms.  Velazquez.  What  evidence  suggests  that  bank  reforms  along 
this  line  promotes  development  in  underserved  communities? 

Mr.  Rubin.  It  seems  to  me  logically  it  should.  Whether  the  evi- 
dence exists  or  not,  I  do  not  know. 

Do  you  know? 

Mr.  Newman.  As  discussed  before,  I  think.  Congress  woman, 
these  are  hopes,  and  that  is  legitimate.  The  truth  is  this  particular 
bill  is  really  focused  on  removing  some  inefTiciencies  and  some  re- 
strictions. It  is  not  specifically  targeted  to  underserved  commu- 
nities. 

The  CDFI  bill  was  specifically  targeted  and  passed  with  very  bi- 
partisan support  in  this  committee.  Even  though  we  would  nope 
there  would  be  some  benefits  to  it,  just  as  CDFI  was  really  not  in- 
tended to  help  remove  restrictions,  but  to  target  underserved  com- 
munities, this  bill  is  really  more  targeted  toward  removing  restric- 
tions, and  the  two  in  a  sense  complement  each  other. 

Ms.  Velazquez.  Mr.  Secretary,  1  know  that  you  said  that  you 
didn't  propose  the  recision  of  all  CDFI  funding.  Are  there  any  other 
bank  reform  measures  that  this  committee  could  consider  to  en- 
courage credit,  investment  and  development  of  low-  and  moderate- 
income  minority  communities  that  goes  beyond  CRA? 

Mr.  Rubin.  I  don't  think,  Congresswoman,  at  this  point  there  is 
anything — I  am  trying  to  think  of  all  the  things  we  have  been 
working  on — anythmg  that  I  would  have  to  suggest  that  would  ac- 
complish that  purpose. 

Ms.  VELAZQLI^;z.  Thank  you.  Madam  Chair. 

Mrs.  RouKEMA.  Thank  you  very  much. 

Congressman  Bereuter, 

Mr.  Behkuter.  Secretary  Rubin  and  Secretary  Newman,  thank 
you  very  much  for  your  testimony.  I  had  to  go  and  testify  in  front 
of  another  committee  so  I  hope  my  question  has  not  been  asked  but 
I  would  like  to  begin  by  mentioning  that  yesterday  the  FDIC  in  its 
testimony  pointed  out  the  costly  failures  associated  with  the  thrifts 
in  their  use  of  subsidiaries  to  conduct  certain  activities. 

Is  the  experience  of  the  thrift  industry  in  the  1980's  a  good  argu- 
ment for  conducting  securities  activities  under  the  bank  holding 
company  structure  rather  than  subsidiaries  and,  if  not,  why  not? 

Mr.  Newman.  Mr,  Bereuter,  first  of  all,  the  problems  that  the 
thrifts  had  were  special  in  lots  of  ways,  including  lack  of  regulatory 
attention  in  focused  ways,  including  the  fact  that  some  of  the  legis- 
lation that  has  been  passed  since  then  was  not  in  effect  at  tnat 
point  in  time.  We  believe  that  there  are  far  more  protections  right 
now.  The  banking  industry  is  very  healthy  and  well-capitalized. 

Let  me  take  this  opportunity  to  comment  more  substantively  on 
the  underlying  question  that  has  come  up  a  number  of  times  about 
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the  nonbank  affiliates  versus  the  bank  subsidiary,  which  I  think 
you  are  driving  at. 

Secretary  Rubin  mentioned  earlier  that  this  is  an  issue  that  we 
think  is  a  vahd  issue,  it  is  not  the  forest  we  are  talking  about,  it 
is  one  tree  in  the  forest  but  it  is  one  that  ought  to  be  addressed. 
We  should  also  make  it  clear  that  in  either  case,  the  SEC  would 
be  the  regulator  as  we  have  proposed  it,  so  it  is  not  a  question  of 
would  there  be  different  regulators.  In  fact,  the  SEC  would  regu- 
late a  securities  subsidiary,  regardless  of  where  it  was  located.  And 
safety  and  soundness  of  the  insured  depository  institution  is  para- 
mount in  our  consideration. 

We  have  talked  a  little  bit  about  some  of  the  specifics,  about  how 
we  would  approach  firewalls,  which  we  do  believe  ought  to  be  in 
the  statutes,  and  other  protections  that  would  protect  the  insured 
depository  institution  in  either  case.  If  we  weren't  able  to  come  up 
with  satisfactory  safety  and  soundness  protections,  then  it 
shouldn't  be  done.  We  believe  it  is  possible. 

One  of  the  interesting  things  is  that  nowadays,  there  is  tremen- 
dous complexity  in  the  corporate  structure  of  bank  holding  compa- 
nies. I  used  to  be  the  CFO  of  two  very  large  ones  and  it  is  not  un- 
common to  see  literally  hundreds  of  subsidiaries.  It  is  very  com- 
plex, it  is  very  wasteful,  it  is  a  tremendous  amount  of  overhead  and 
it  actually  creates  more  risk  because  of  all  the  intercompany  trans- 
actions. These  are  the  result,  usually,  of  legal  requirements. 

I  think  all  of  us  here  are  trying  to  minimize  government  inter- 
ference in  business  activities  unless  there  is  a  verv  good  reason  for 
it.  If  there  is  a  good  reason,  fine.  If  there  is  not,  there  is  no  reason 
to  create  the  complexity. 

The  idea  of  having  a  bank  subsidiary  is  not  a  radical  new  idea. 
In  fact,  other  countries  generally  operate  that  way.  Our  bank  hold- 
ing company  structure  is  extremely  unusual  internationally  even 
though  these  other  companies  also  have  deposit  insurance  equiva- 
lents. As  a  matter  of  fact,  overseas,  U.S.  banks  operate  what  are 
called  Edge  Act  subsidiaries,  and  have  for  a  number  of  years,  that 
do  securities  business  as  a  subsidiary  of  the  bank.  It  has  operated 
just  fine.  There  haven't  been  any  major  problems  whatsoever  for 
years. 

State  banks,  as  a  matter  of  fact,  in  some  States  under  the  FDIC 
and  State  regulations,  actually  have  subsidiaries  that  are  in  the  se- 
curities business  and  have  been  for  years,  again  without  major 
problems. 

The  main  issue  here  is  the  control  system.  Sometimes  the  control 
systems  are  better  on  the  banks,  sometimes  they  are  not.  That  is 
really  a  management  decision.  And  again,  with  this  philosophy  of 
not  having  government  tell  management  what  to  do  unless  thert 
is  a  necessity  for  it,  we  just  think  it  needs  to  be  thought  through^_ 
very  carefully  in  light  of  the  reductions. 

Mr.  Bereuter.  I  would  like  to — I  yield  to  the  gentlelady. 

Mrs.  RouKEMA.  I  would  like  to  point  out  and  1  will  give  you  ff=a 
little  more  time.  In  the  context  of  what  you  said,  Mr.  Newman,  IT 
want  you  to  know  though  in  terms  of  regulatory  burdens,  we  hav^- 
taken  the  precaution  here  to  exempt  bank  regulatory  authorit^;^ 
from  the  risk  assessment  and  the  moratorium.  I  think  we  did  thuaLs 
judiciously  because  of  safety  and  soundness  concerns. 
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Mr.  Bereuter.  I  thank  the  Chairwoman.  That  is  exactly  right, 
of  course,  and  I  think  it  was  a  good  move,  necessary. 

One  more  question,  if  I  might,  and  that  is  on  the  subject  of  for- 
eign banks,  how  would  Treasury's  Financial  Service  Modernization 
^ct  treat  foreign  banks? 

Mr.  RuBE>J,  Our  view  is  to  have  national  treatment. 

Mr.  Bereuter.  Exclusively,  totally?  So  this  is  entirely  consistent 
with  what  we  committed  ourselves  to  as  we  talked  to  the  European 
Union  about  their  Second  Banking  Directive?  We  should  have 
not 

Mr.  Rubin.  I  actually  am  not  familiar  with  that.  Are  you,  Mr. 
Newman? 

Mr.  Newman.  It  is  fundamentally  consistent,  Mr,  Bereuter,  al- 
though as  you  know  we  have  taken  the  position  that  it  is  also  im- 
portant for  the  Administration  to  be  able  to  assure  that  there  is 
reciprocity  in  terms  of  international  treatment  or  not.  Our  belief  is 
the  right  way  to  do  it  is  to  set  the  right  example.  But  in  those  cases 
where  there  were  flagrant  violations  of  reciprocity,  we  would  want 
to  be  able  to  address  that. 

Mr.  Frank.  If  the  gentleman  would  yield? 

Mr.  Bereutkr.  I  yield  to  the  gentleman. 

Mr.  Frank.  The  House,  as  you  know,  agreed  with  you  last  year. 
We — the  Senate  was  the  one  that  kept  stopping  it  but  we  did  do 
that  exactly  as  you  proposed  last  year. 

Mr.  Bereutkr.  That  is  correct,  I  believe. 

Thank  you.  Thank  you.  Madam  Chairwoman. 

Mrs.  Roukema.  Thank  you.  Mr.  Barrett. 

Mr.  Barrett.  Thank  you,  Madam  Chairwoman.  1  know  that  a  lot 
of  the  questions  have  been  asked  and  if  I  could  just  deviate  for  a 
moment,  and  I  do  not  even  know  if  Mr.  Rubin  is  interested  in  com- 
menting on  this.  It  is  totally  off  the  subject  of  what  we  are  talking 
about  today. 

But  in  the  last  several  days,  some  of  my  colleagues  have  attacked 
you  personally  with  respect  to  the  role  that  you  have  played  with 
regard  to  the  President's  Mexican  policy  and  1  am  not  someone  who 
is  particularly  supportive  of  what  the  President  has  done.  At  the 
same  time,  I  certainly  think  the  debate  should  be  on  the  merits  of 
the  issue  as  opposed  to  personal  attacks. 

It  is  my  understanding  that  you  have  severed  your  ties  with 
Goldman  Sachs,  you  have  no  financial  interest  at  all.  Again,  if  you 
do  not  want  to  comment  on  this 

Mr.  Bachus,  Madam  Chairwoman? 

Mrs.  Roukema.  Yes.  Mr.  Bachus. 

Mr.  Bachus.  Is  the  proper  subject  of  this  hearing  going  to  be  the 
Mexican  proposal?  I  mean,  if  it  is 

Mrs.  Roukema.  No.  Does  the 

Mr.  Bachus.  If  it  is,  I  would  like  an  opportunity  to  respond  to 
him.  But  I  would  hope  that  we  could  keep  this  hearing  on  the  sub- 
ject that  is  before  us. 

Mr.  Barrett.  Madam  Chairwoman,  as  I  indicated,  I  just — since 
Mr.  Rubin  was  attacked,  I  simply  wanted — if  he  wants  the  oppor- 
tunity to  comment  on  it,  I  would  like  to  have  him  have  the  oppor- 
tunity. 
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Mr.  Bachus.  I  withdraw  my  objection  if  that  is  indeed  what  you 
are  giving  him  the  opportunity  to  do. 

Mr.  Barrett.  Yes.  And,  again,  if  he  does  not  want  to  do  so,  I  do 
not  think  he  should  but  I  do  not  think  anyone  should  be  at- 
tacked  

Mrs.  RouKEMA.  1  don't  know,  we  have  the  agreement  of  both  par- 
ties here.  I  want  to  say  this  is  irregular  and  out  of  order  as  to  the 
proceedings  of  the  committee. 

Mr.  Rubin.  Perhaps  I  can  solve  your  problem.  Madam  Chair- 
woman. 

I  appreciate  your  comments,  Mr.  Barrett.  The  Chairman  at  the 
banning  of  the  hearing  was  kind  enough  to  say  that  he  felt  that 
I  had  conducted  myself  in  entirely  appropriate  fiishion  throughout 
this  entire  matter,  and  I  don't  think  I  need  to  comment  any 
further. 

Mrs.  RouKEMA.  That  is  fine.  Would  the  gentleman  go  on  then 
with  his  question  regarding 

Mr.  Barrktt.  No,  I  just  wanted  to  have  him  have  that  oppor- 
tunity in  case  he  wanted  to  say  anything.  And  I  have  no  further 
questions. 

Mr.  Rubin.  I  appreciate  that. 

Mrs.  ROUKEMA.  Thank  you. 

Mr.  Bachus. 

Mr.  Bachus.  I  am  going  to  talk  to  you  about  insurance. 

Mr.  Rubin.  1  would  be  delighted  to  discuss  any  subject  you  would 
like. 

Mr.  Bachus.  Mr.  Secretary,  one  of  the  most  difficult  issues  that 
I  personally  have  on  this  committee  is  banks  and  the  insurance 
business.  Of  course,  the  banks  have  strong  feelings  that  they 
should  be  permitted  into  the  business  and  independent  agents  par- 
ticularly have  strong  opinions  diametrically  opposed. 

You  suggested  that  banks'  direct  subsidiaries  ought  to  be  able  to 
sell  insurance,  I  believe,  at  least  give  an  indication  of  that. 

Mr.  Rubin.  Correct. 

Mr.  Bachus.  You  have  indicated  in  your  testimony  that  under- 
writing, I  think  your  statement  is  banks,  moreover  with  certain  in- 
surance activities,  banks  do  not  assume  the  risk  of  underwriting 
and  the  banks'  capital  remains  unimpaired. 

From  your  statements,  I  want  to  talk  to  you  just  specifically 
about  what  insurance  activities  bank  subsidiaries  ought  to  be  al- 
lowed to  do  and  what  they  shouldn't.  Let  me  just  give  you  an  ex- 
ample and  I  think  it  is  the  one  that  we  will  see  time  and  time 
again  and  that  is  when  a  bank  insurance  subsidiary  sells  insur- 
ance, insuring  some  collateral  that  the  bank  is  holding  on  a  loan. 

In  other  words,  somebody  comes  in  a  bank 

Mr.  Rubin.  For  example  a  mortgage  on  a  home  or  something  like 
that? 

Mr.  Bachus.  Yes,  a  mortgage  on  a  home  or  they  come  in  and 
they  finance  a  car  and  the  bank's  subsidiary  insures  that  car  and 
then  you  have  a  loss.  I  can  foresee  all  sorts  of  conflicts  coming  up. 
You  know,  the  insurance  subsidiary  wants  to  determine  whether  it 
is  a  fraudulent  claim  or  how  much  they  ought  to  pay,  the  bank, 
they  have  different  interests,  they  would  obviously  like  the  cliiim 
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honored  and  would  you  just  elaborate  a  little  further  on  where  you 
i^hink  that  line  of  permitted  and  nonpermitted  should  fall. 

Mr.  Rubin.  1  think  you  are  getting  into  a  set  of  questions  that 
'we  think  are  extremely  important  and  that  we  are  going  to  have 
to  pursue  together  beyond  the  ambit  of  this  hearing  because  of  the 
time  here. 

Mr.  Bachus.  Sure. 

Mr.  Rubin.  Are  you  getting  to  the  question  of  whether  there 
might  be  a  tie-in  in  the  initial  offering  of  the  insurance  or  are  you 
■worrying  about  what  happens  after  there  is  a  foreclosure,  or  both? 

Mr.  Backus.  Well,  both.  But  1  think  let's  just  say  at  the  point 
of  a  claim.  Are  you  going  to  allow  the  bank  subsidiary  to  partici- 
pate in  the  claims  process  if  the  loss  is  at  the  bank  itself? 

Mr.  Rubin.  1  think  the  answer  to  that  would  have  to  be,  yes,  but 
let  me  ask  Mr.  Newman. 

Mr.  Newman.  Well,  at  the  moment,  Mr.  Bachus,  the  credit  insur- 
ance is  something  that  is  legal  in  the  bank  and  is  provided  as  a 
service.  It  is  important  not  to  have  any  coercive  tie-in  but,  as  a  con- 
venience, credit  insurance  is  available. 

Clearly,  if  the  underwriting  were  done  by  an  affiliated  insurance 
company,  then  that  affiliated  insurance  company  would  have  to 
handle  the  risk  at  the  ultimate  close.  Again,  the  firewalls  and  other 
protections  we  talked  about  are  intended  to  and  we  believe  will,  ef- 
fectively protect  the  insured  depository  institution  in  that  event, 
even  if  the  insurance  company  has  to  absorb  a  loss. 

However,  I  should  again  mention  Secretary  Rubin's  caution,  with 
respect  particularly  to  certain  kinds  of  property  and  casualty  insur- 
ance where  there  may  be  very  large  losses,  like  in  a  hurricane  or 
an  earthquake,  that  we  think  one  needs  to  address  that  very  care- 
fully because  of  the  potential  for  very  large  losses  and  that  may  be 
an  exception. 

Mr,  Bachus.  Have  you  all  done  some  preliminary  groundwork  in 
determining  what  type  of  activities  ought  to  be  permitted  and  what 
shouldn't?  Do  you  have  any  specific  proposals  at  this  time?  You 
know,  we  are  considering  letting  a  bank  subsidiary  get  into  the  in- 
surance business  but  we  really  don't  know  what  activities  it  would 
be  permitted  to  do  or  not  do,  so  it  is  sort  of  hard  to  judge  on  all 
these  tbeoreticals. 

Mr,  Rubin.  I  think  in  the  broadest  sense,  the  distinction  that  we 
have  been  focused  on,  though,  as  you  correctly  say  there  are  also 
subset  issues  that  one  might  want  to  deal  with,  is  the  question  of 
property  and  casualty  insurance,  particularly  where  the  property 
and  casualty  company  is  involved  in  a  relatively  narrow  line  of  cov- 
erage because  that  is  obviously  where  the  risks  are  greatest.  While 
we  do  not  have  a  definitive  view  on  that,  we  do  have  the  view  that 
that  is  something  that  needs  to  be  looked  at  with  a  lot  more  care. 

Mr.  Bachus.  And  I  think  it  sort  of  needs  to  be  looked  at  and  has 
to  be  looked  at  before  we  decide  whether  we  are  going  to  give  bank 
subsidiaries  the  right  to  engage  in  certain  insurance  activities  be- 
cause, ultimately,  this  firewall  has  to  be  tested  and  every  time 
there  is  a  claim  where  the  bank  and  the  bank's  subsidiary  may 
have  different  interests,  i  would  just  say  to  you,  would  you  please 
keep  us  advised,  any  information  that  you  have  done,  any  prelimi- 
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nary  groundwork  you  have  done,  I  would  certainly  like  you  to 
share  it  with  us. 

Mrs.  Roin<EMA.  Perhaps  I  could  request  that  you  do  that  in  writ- 
ing for  the  cominittee,  as  you  keep  us  up  to  date  on  your  delibera- 
tions on  this  subject. 

Mr.  Rubin.  We  would  be  delighted  to. 

Mr.  Bachus.  And  I  will  make  this — the  insurance  companies 
have  recently  sort  have  shown  a  willingness  to  agree  to  this  type 
of  thing,  so  have  the  banks.  But,  you  know,  their  willingness 
doesn't  make  it  something  that  we  just  endorse. 

Mr.  Rubin.  No,  and  we  would  agree  with  you,  that  of  everything 
we  have  discussed,  the  issues  that  are  least  clear  in  our  mind  are 
the  ones  that  you  are  raising  with  respect  to  some  insurance  activi- 
ties and  the  risks  that  they  may  create,  so  we  would  be  delighted 
to  respond  in  writing  as  we  further  think  this  through  ourselves. 

Mr.  Bachus.  Thank  you. 

Chairman  Leach.  Mr.  Frank. 

Mr.  Frank.  I  thank  you  Mr.  Chairman.  Before  I  start,  I  want  to 
say  I  do  appreciate  your  interest  and  fairness  in  rehabilitating  rep- 
utations, particularly  want  to  talk  about  this  subject  of  an  attack 
that  you  nave  brought  back  into  good  favor  under  the  5-minute 
rule  because  last  year  the  5-minute  rule  was  the  subject  of  great 
denunciation  often  in  this  committee.  People  thought  strict  adher- 
ence to  the  5-minute  rule  was  a  sign  that  we  didn't  have  fair  delib- 
erations and  I  am  glad  to  see  that,  under  your  chairmanship,  the 
reputation  of  the  5-minute  rule  has  come  back  and  we  are  adhering 
to  it  and  it  is  apparently  no  longer  considered  a  sign  that  people 
are  interfering  with  the  deliberative  process. 

Mr.  Rubin,  one  thing  I  wanted  to  mention  is  we  hear  a  lot  of  pre- 
dictions of  doom  if  we  were  to  act  on  your  proposals  and  my  prob- 
lem is  I  think  we  have  in  the  public  debate  a  built  in  negativism 
where  doom  predictions  are  welcomed  and  people  almost  are 
incentivized  to  make  them.  I  would  ask  you  to  reflect  back  in  1992, 
after  this  committee  had  passed  the  FDlC-related  legislation  which 
sought  to  deal  with  the  situation  of  commercial  banks  and  to  fore- 
stall serious  problems  with  failures  of  commercial  banks,  there 
were  widespread  reports  in  the  financial  media  that  this  was  a 
sham.  In  fact,  the  Bush  Administration  and  this  committee  on  a  bi- 
partisan basis  were  being  attacked.  We  were  told  there  would  be 
a  December  surprise,  that  despite  our  efforts  there  would  be  great 
carnage  in  the  financial  institutions  and  that  once  again  pre- 
dictions would  prove  to  be  a  sham. 

I  hope  that  when  people — some  of  the  same  people  who  predicted 
disaster  in  1992  will  be  predicting  similar  disasters  about  this  leg- 
islation and  I  hope  that  people  will  go  back  and  look  because  the 
people  in  the  media  who  made  those  terrible  predictions  about  the 
December  surprise  and  all  the  bad  things  that  were  going  to  hap- 
pen apparently  forgot  that  they  had  made  them  because  tney  have 
never  revisited  them  to  teli  us  which  ones  were  accurate  and  which 
ones  weren't.  I  think  that  is  a  very  important  part  of  it. 

The  S&L  crisis  was  a  terrible  crisis  but,  as  Mr.  Newman  said, 
it  had  a  lot  of  very  unique  factors.  There  were  a  lot  of  misjudg- 
ments,  and  so  forth.  But,  for  a  while  there,  the  S&L  crisis  came 
to  play  in  our  financial  regulatory  matters  the  role  of  the  fall  of  the 
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Roman  Empire  and  other  matters  of  public  policy.  Every  time  you 
tried  to  do  something,  people  would  tell  you  ^at  tJiat  is  what 
caused  the  fall  of  the  Roman  Empire  and  you'd  better  not  do  it. 

The  notion  that  any  effort  to  change  regulation,  to  expand  the 
scope  of  the  free  market,  to  allow  more  competition  is  inevitably 

ring  to  bring  disaster  is  one  of  the  things  that  we  dealt  with  and 
do  think  it  is  very  important  to  go  back  and  look  at  those  pre- 
dictions that  were  made  about  1992. 

Having  said  that,  let  me  ask  one  question  though  and  that  is 
there  are  a  couple  of  problems  that  people  talk  about  who  are  op- 
posed to  what  you  are  doing  and  I  am  generally  in  favor  of  it  and 
think  you  are  very  much  in  the  right  direction  here.  One  is  the 
consumer  is  being  misled  and  I  thinK  the  banks  have  made  a  mis- 
take because  they  were  not  strict  enough  and  in  fact  some  banks 
were  quite  culpable  with  regard,  for  instance,  to  the  sale  of  mutual 
Funds.  Another  is  the  antitrust  tie-in  things  and  those  can  be  dealt 
with. 

But  the  third  and,  to  me,  the  most  serious  is  the  possible  impli- 
cations for  the  public  treasury  if  in  fact  this  will  lead  to  more  risk 
of  depository  institutions.  So  therefore  I  want  to  raise  one  issue 
where  the  Bush  Administration  I  believe  asked  this  Congress  to 
make  some  changes  and  we  refused  to  do  it  and  I  thought  the  Ad- 
ministration was  right. 

What  about  revisiting  the  whole  question  of  deposit  insurance  be- 
cause one  of  the  things  that  I  think  has  become  clear  to  us  is  that 
the  limitation  people  think  is  there  on  deposit  insurance  is  much 
less  of  a  limit  than  in  fact  is  there  by  the  time  you  start  redoing 
things.  What  about  at  the  same  time  trying  to  get  more  reasonable 
limits  on  deposit  insurance  to  limit  the  risks  to  the  Federal  Gov- 
ernment. 

Mr.  Rubin.  You  are  talking  about  lower  limits  per 

Mr,  Frank.  Well,  lower  limits  or  real  limits  so  that  you  can't 
have  them  in  different  names  or  in  different  ways.  I  mean,  I  forget 
the  calculation  but  what  we  were  told  is  that  one  individual  could 
get  way  over  the  $100,000,  particularly  a  couple.  There  were  loop- 
holes, even  if  the  $100,000  was  really  $100,000  per  person,  it  would 
mean  a  substantial  reduction  of  risk.  I  think  that  would  be  a  way 
to  alleviate  what  seems  to  be  the  most  serious  fear  that  people 
might  raise  about  this. 

Mr.  Rubin.  Mr.  Frank,  it  is  a  subject  that  we  have  mentioned, 
but  we  have  not  really  focused  on  it.  My  instinct  is  to  think  that 
we  ought  to  stick  with  the  system  that  we  have  but,  Mr.  Newman? 

Mr.  Newman.  Secretary  Rubin. 

Mr.  Ruben.  You  will  hear  our  deliberations  in  front  of  your  com- 
mittee. 

Mr.  Newman,  As  you  mentioned,  Mr.  Frank,  we  have  addressed 
that  issue  sort  of  indirectly  before,  and  the  question  that  you  raise 
about  how  much  of  a  pyramid,  in  a  sense,  could  somebody  build 
with  all  of  the  various  ways  that  you  can  use  deposit  insurance  is 
a  very  legitimate  question,  and  why  don't  we  take  a  look  at  it 
again. 

I  should  mention  that  we  have  had  some  conversations  with  the 
FDIC  about  ways  of  looking  at  risk  in  new  ways.  As  you  know. 
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they  have  a  matrix  of  different  fees,  different  premiums  for  dif- 
ferent degrees  of  risk,  but  there  may  be  better  ways  to  identify 

Mr.  Frank.  Let  me  say,  if  I  could  oreak  in  there  briefly,  my  prob- 
lem with  that  is  to  some  extent  you  run  into,  contrary  to  what  Ms. 
Roybal-Allard  and  Ms.  Velasquez  and  Mr.  Kennedy  were  talking 
about,  that  is  that  some  of  this  risk  premium  stuff  seems  to  me  to 
work  counter  to  what  we  are  tiring  to  do  in  the  credit  extension 
and  therefore  1  would  really  rather  focus  on  the  question  of  limit- 
ing deposit  insurance  because  I  worry  that  in  the  nature  of  penaliz- 
ing risk  taking,  you  are  going  to  give  people  an  excuse  to  back 
away  from  some  of  the  things  we  are  worried  about  in  the  credit 
extension  field. 

Mr.  Newman.  Fair  enough.  We  will  take  a  look  at  that  and  see 
if  we  can  come  back  to  you  with  that. 

I  would  hke  to  just  reinforce  the  point  you  mentioned  before 
about  the  fall  of  the  Roman  Empire,  There  is  this  risk,  and  I  think 
this  committee  is  very  aware  of  it,  that  if  we  take  too  short  term 
and  narrow  a  view  about  protection,  even  though  safety  and  sound- 
ness is  extraordinarily  important,  we  can  find  out  that  over  the 
long  term  we  will  destroy  the  viability  of  our  banking  system.  It 
is  almost  as  if  you  envision  the  computer  business  being  required 
to  stay  with  vacuum  tubes  and  not  allowed  to  go  to  chips,  where 
would  we  have  been  at  this  point  in  time? 

And  if  the  nature,  as  the  Secretary  mentioned  earlier,  of  the  fi- 
nancial markets  is  changing,  and  they  are  changing  all  across  the 
world,  we  need  to  adapt  or  we  will  not  have  a  viable  and  safe  and 
sound  industry. 

Chairman  Leach.  Thank  you. 

We  have  three  more  Members,  all  on  the  Minority  side.  Several 
have  been  here  longer  than  others.  Unless  there  is  an  objection,  I 
thought  I  would  go  to  Mrs.  Maloney,  Mr.  Bentsen,  Mr.  Kanjorski. 
If  you  prefer  the  other  way,  I  will  reverse  it.  Is  there  any  objection 
to  that  approach? 

Mrs.  Maloney. 

Mrs.  Maloney.  Thank  you,  Mr.  Chairman.  I  apolo^ze  for  having 
to  go  to  another  meeting  and  I  hope  I  won't  be  asking  a  question 
that  has  already  been  covered. 

As  I  mentioned  earlier,  I  was  very  concerned  with  the  Chairman 
of  the  Federal  Reserve's  comments  yesterday  that  firewalls  "melt 
in  a  crisis,"  which  is  particularly  the  time  that  you  need  them  and 
he  professed  ignorance  about  how  there  could  be  a  conflict  between 
the  interest  of  a  bank  in  making  sound  loans  and  the  pressures  of 
the  holding  company  to  force  the  bank  to  make  loans  to  its  securi- 
ties or  insurance  affiliate  to  bail  these  afTiliates  out  from  poor  in- 
vestments which  was  the  original  reason  for  Glass-Steagall. 

So  if  there  is  a  lot  of  doubt  that  firewalls  will  work  in  times  of 
crisis,  then  how  do  you  expect  them  to  work  in  normal  times  and 
how  do  regulations  work?  We  just  saw  yesterday  in  Barings,  the 
regulators  didn't  find  this  problem,  the  bank  president  didn't  find 
this  problem  and  all  of  a  sudden  you  have  a  financial  crisis  in  a 
great  banking  institution  with  a  great  reputation. 

How  do  you  expect  to  enforce  these  firewalls  to  protect  deposit 
insurance  and  to  protect  the  public  and  to  really  protect  the  insti- 
tution itself 


d  by  Google 


107 

Mr.  Rubin.  I  think,  Mrs.  Maloney,  that  the  answer — and  it  is  ob- 
viously a  very  important  question  and  it  really  does  go  to  the  heart 
of  whether  this  whole  approach  is  going  to  work  or  not  work, 
whether  you  have  a  holding  company  structure  or  a  subsidiary 
structure — I  think  it  is  independent,  at  least  in  my  view,  of  the 
structure. 

I  think  that  the  answer  is  hke  pretty  much  everything  else  in 
our  regulated  financial  service  industries,  and  that  is  that  you  have 
to  have  the  right  regulations  and  then  you  have  to  have  very  seri- 
ous sanctions  for  violating  the  regulations  so  that  when  you  come 
up  against  a  crisis 

Mrs.  Maloney.  But  if  the  bank  fails,  what  good  are  the  sanc- 
tions? I  am  sure  there  are  types — all  kinds  of  sanctions  for  Barings 
for  these  activities. 

Mr.  Rubin.  Well,  Barings,  let's  set  that  aside  just  for  the  mo- 
ment. But  if  the  bank  fails  for  reasons  that  are  inherent  to  the 
sank  or  because  of  problems  that  exist  within  the  bank,  then  the 
firewalls  don't  matter  because  the  problem  is  within  the  bank 
tself. 

If  the  bank  is  sound  but  it  has  a  nonbank  affiliate  that  fails,  that 
.s  the  moment  of  pressure  and  that  is  the  moment  when  the  temp- 
tation might  be  to  tiy  to  do  something  to  help.  At  that  point  if  you 
lave  appropriately  structured  firewalls  and  you  have  a  top  man- 
agement of  a  bank  that  knows,  if  they  violate  those  firewalls,  they 
"ace  very  serious  penalties,  I  believe,  in  some  existing  law — I  think 
it  is  correct  that  there  might  even  be  criminal  penalties — that 
tends  to  be  an  extremely  strong  deterrent  and  I  think  that  is  what 
you  are  depending  on,  the  judgment  you  have  to  make,  whether 
you  think  a  system  like  that  will  work  or  not  work.  I  respectfully 
would  tend  to  not  share  the  degree  of  Chairman  Greenspan  s 
concern. 

Actually,  to  put  my  view  more  strongly,  I  think  if  firewalls  are 
properly  defined,  they  are  properly  constructed,  if  they  are  legis- 
lated and  if  they  have  very  strong  sanctions  for  violating  them, 
then  top  management  of  firms  are  not  going  to  want  to  violate 
them. 

Mrs.  Maloney.  I  am  also  concerned  about  the  possible  loss  of 
jobs.  Last  year  we  passed  interstate  banking  that  I  totally  and 
completely  supported,  allowing  consolidation.  In  my  district,  there 
has  been  a  consolidation  between  Chemical  Bank  and  Manufactur- 
ers Hanover.  And  every  time  I  read  in  the  paper  there  are  tremen- 
dous layoffs  at  Chemical.  I  think  they  are  in  trouble.  They  say,  oh, 
no,  we  are  doing  fine,  we  are  just  laying  people  off. 

1  just  got  some  numbers  from  the  New  York  Stock  Exchange  on 
their  member  firms.  In  1987,  they  lost  262,000  employees  at  their 
member  firms.  In  1993,  244,000  employees  at  the  same  firms.  They 
anticipate  a  10  percent  reduction  in  the  work  force  if  the  present 
trend  continues. 

Again,  other  people  have  testified  that  they  feel  that  the  jobs  will 
expand  but  in  consolidation,  that  is  not  true.  I  think  that  is  a  con- 
cern too  since  I  have  so  many  jobs  related  to  the  securities  industry 
in  the  district  that  I  represent. 

Mr.  Rubin.  Mrs.  Malonev,  as  someone  who  actually  has  run  one 
of  these  firms  and  has  dealt  with  the  question  of  trying  to  be  com- 
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petitive  in  a  global  context,  I  think  the  best  chance  that  our  indus- 
try has,  and  I  think  it  has  a  very  good  chance  of  growing  and  pros- 
pering and  employing  more  people,  not  fewer  people,  is  to  be  com- 
petitive in  the  global  environment  and  right  now  it  is  very  competi- 
tive. 

So  I  think  by  making  measures  that  will  maintain  that  competi- 
tiveness, you  nave  the  highest  probability  of  increasing  employ- 
ment rather  than  decreasing  employment. 

Mrs.  Maloney.  And  from  my  district,  again,  there  are  numerous 
examples  of  diversified  firms  that  have  failed.  Just  to  give  an  ex- 
ample, GE  Capital  and  Kidder  Peabody,  American  Express, 
Shearson  Leahman,  Sears,  All  State,  Dean  Witter,  Discovery.  All  of 
whom  tried  to  diversify  into  these  new  areas  which  we  are  trying 
to  encourage  with  this  legislation,  yet  it  did  not  appear  to  be  a  suc- 
cessful one.  I  would  like  your  comment  on  that. 

Mr.  Rubin.  We  have  also  thought  about  that  and  it  is  a  very  good 
point.  That,  I  think,  is  why  it  is  very  important  that  we  have 
strong  and  legislated  firewalls,  that  we  have  sanctions  so  that  the 
firewalls  are  adhered  to  and  with  the  various  other  safeguards,  be- 
cause firewalls  are  not  the  whole  answer,  the  various  other  kinds 
of  safeguards  that  we  propose  in  our  approach. 

Mrs.  Maloney,  Thank  you  very  much.  My  time  is  up. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  First,  Mr.  Ehrlich,  did  you 

Mr.  Ehrlich.  No  questions,  thank  you. 

Chairman  Leach.  Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman,  Secretaries. 

One  of  the  good  things  about  being  near  the  last  is  most  of  the 
good  questions  get  asked  before  you  come  up  so  you  don't  have  to 
worry  about  it. 

Reading  through  your  testimony,  I  had  a  couple  of  questions  and 
I  wanted  to  ask  one  question  related  to  your  two-way  street  sce- 
nario and  how  that  works  where  you  talked  about  merchant  bank- 
ing activities  of  a  new  consolidated  banking  company  under  your 
proposal. 

You  say  that  the  merchant  banking  arm,  if  you  will,  could  hold 
a  diversified  portfolio,  up  to  5  percent,  of  a  nonfinancial  company 
in  relation  to  its  merchant  banking  activities  and  I  guess  my  ques- 
tion is,  would  that  say  one  of  these  new  banks  that  has  a  securities 
affiliate  and  a  merchant  banking  affiliate  be  able  to,  in  the  process 
of  a  leveraged  buyout,  for  instance,  be  able  to  hold— to  buy  a  cer- 
tain percentage,  up  to  5  percent  of  their  consolidated  assets  of  this 
company  and  at  the  same  time  would  the  banking  end  be  able  to 
lend — or  would  the  securities  be  able  to  lend  to  the  transaction  or 
would  the  securities  end  be  able  to  issue  debt  for  the  leveraged 
buyout? 

I  realize  in  the  safeguard  section,  it  is  clear  that  a  bank  and  its 
securities  affiliate  cannot  act  in  concert  in  terms  of  underwriting 
or  guaranteeing  securities  but,  in  this  case,  could  they  act  in 
concert? 

Mr.  Rubin.  If  the  question  is,  to  start  with,  could  the  securities 
affiliate  engage  in  a  leveraged  buyout  as  long  as  the  aggregate 
amount  of  money  involved  didn't  exceed  the  5  percent  capital,  the 
answer  to  that  question  would  be  yes. 
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Mr.  Bentsen.  Right. 

Mr.  Rubin.  If  the  question  is,  could  the  lending  function  and, 
say,  ttie  equity  function  work  together  to  try  to  accomplish  the 
overall  leveraged  buyout,  the  answer  to  that  would  tentatively  be 
yes  in  the  sense  that  we  suggested  before;  we  felt  that  in  order  to 
get  the  benefit  of  the  synergies,  the  two  entities  should  be  able  to 
work  together. 

Now  if  the  question  is,  could  the  bank  lend  at  the  same  time  as — 
is  your  question  then  could  the  bank  lend 

Mr.  Bbntsen.  Well,  actually,  you  have  answered  my  question, 
and  it  may  be  also  that 

Mr.  Rubin.  Well,  there  is  another  question  embedded  in  that,  I 
think. 

Mr.  Bentsen.  Could  the  bank  lend — could  the  securities  affiliate 
underwrite  the  debt,  you  know 

Mr.  Rubin.  I  think,  as  1  said  in  my  testimony,  it  is  our  judg- 
ment— and  it  is  exactly  good  questions  like  that  that  made  the  rea- 
son for  the  comment  in  the  testimony — we  need  a  strong  legislative 
firewall,  we  need  to  work  with  you  all  and  work  these  issues  out, 
I  think  there  would  be  a  real  question  whether  the  bank  should  be 
able  to  lend  to  the  securities  affiliate  for  that  purpose. 

Mr.  Bentsen.  Well,  or  not  lending  to  the  securities  affiliate,  but 
say  you're  acquiring  XYZ  Corporation,  and  the  merchant  banking 
buys,  you  know,  a  certain  percentage  of  the  stock  in  the  public 
market,  the  securities  affiliate  goes  out  and  floats,  you  know,  10- 
vear  bonds  as  part  of  the  buyout,  and  the  bank  provides  the  bridge 
loan  portion,  or  the  long-term  financing  portion.  Could  all  three  of 
those  work  together? 

Mr.  Rubin.  With  the  bridge  loan  to  the  securities  affiliate? 

Mr.  Bentsen.  No,  to  the — well,  no,  to  the  entity  that  is  actu- 
ally  

Mr,  Rubin.  To  the  buyout  entity,  whatever  that  may  be. 

Mr.  Bentsen.  Buyout  entity. 

Mr.  Rubin.  I  think  that  that  is  the  kind  of  issue  that  we  need 
to  look  at  very  closely.  I  have  a  tentative  view,  but  I  will  let  Mr. 
Newman  express  his  view  first,  and  then  I  will  decide  whether  to 
express  my  view. 

Mr.  Newman.  Well,  let  me  say  richt  away  that  I  would  agree 
with  Secretary  Rubin,  we  need  to  delve  in  more  carefully.  But  we 
can  draw  from  a  lot  that  already  exists,  because  right  now  bank 
holding  companies  can  have  venture  capital  subsidiaries,  and  do. 
They  are  separate  and  there  are  protections  to  protect  the  bank  al- 
ready, but  venture  capital  subsidiaries,  in  some  cases  billions  of 
dollars  in  size,  exist  today  within  bank  holding  company  structures, 
and  there  are  rules  for  the  degree  of  involvement  that  both  the 
bank  and  the  venture  capital  subsidiary  can  have  at  any  one  point 
in  time. 

Similarly,  in  securities  firms  today,  there  are  merchant  banking 
activities,  and  there  are  rules  that  govern  the  degree  to  which  a  se- 
curities firm  can  be  underwriting  securities  and  investing  through 
its  merchant  banking  affiliate  simultaneously.  So  there  is  a  lot  we 
can  draw  from,  and  in  any  case,  the  structure  would  protect  the  in- 
sured depository  institution.  It  would  be  subject  to  the  tie-in  re- 
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strictions  that  the  Secretary  mentioned  earlier,  and  sulgect  to  secu- 
rities law. 

Mr.  Bentsen.  ok  It  is  an  interesting  question,  I  think,  and 
when  you  look  at  some  of  the  leveraged  buyout  transactions  that 
have  gone  on  in  the  past  and  some  where  the  securities  firms  were 
providing  bridge  loans — and  there  are  a  couple  that  I  can  think  of 
where  the  deals  didn't  work  out  as  planned,  and  it  did  have  an  im- 
pact on  their  financial  viability. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Bentsen.  Those  are  thoughtful 
inquiries. 

Mr.  Kanjorski. 

Mr.  Kanjorsk],  Thank  you  very  much,  Mr.  Chairman. 

For  the  record,  I  would  like  to  compliment  the  Chairman  and  his 
opening  remarks.  I  think  they  were  excellent.  We  ought  to  follow 
that  approach. 

Mr.  Secretary,  following  on  something  that  my  colleague  Mr. 
Frank  talked  about  earlier,  those  of  us  that  are  on  the  committee 
that  represent  districts  that  I  would  classify  as  in  the  secondary 
market— and  when  I  say  that,  I  don't  mean  the  secondary  market 
in  the  securities  field,  but  areas  like  rural  areas  of  Pennsylvania 
as  opposed  to  the  major  markets  of  Philadelphia  and  Pittsburgh. 
The  experience  that  we  have  recently  had  with  interstate  banking, 
for  instance,  is  that  there  is  an  unwillingness  to  make  major  credit 
available  in  these  secondary  markets;  in  some  instances  because 
Moody  doesn't  rate  the  securities,  there  isn't  a  methodology  out 
there  to  determine  whether  the  investment  is  good,  and  the  appe- 
tite of  the  primary  markets  is  so  great  that  funds  in  the  secondary 
market  tend  to  be  deposits  going  into  the  major  banks,  and  the 
lending  activity  seems  to  be  in  the  major  city  areas. 

Now  I  don't  know  how  we  solve  this.  I  think  that  presently  as 
we  are  looking  at  this,  it  is  going  to  help  our  position  in  inter- 
national competition,  and  that  is  healthy  for  the  country  as  a 
whole.  I  think  it  is  going  to  stimulate  and  lessen  the  difficulties 
and  the  need  for  acquisition  and  takeouts  and  buyouts  on  the  na- 
tional market,  and  that  will  be  healthy  for  the  economy. 

My  problem  is,  how  much  attention  have  we  paid  to  some  of 
these  lesser  developed  secondary  markets.  Now  I  want  to  leave  you 
with  an  example.  I  was  not  here,  but  I  would  have  supported  de- 
regulation of  the  airlines,  because  in  all  sense  it  made  sense.  And 
yet  now  when  we  look  back  about  12  years — I  want  to  give  you  an 
example.  When  I  fly  from  Washington  to  my  home  district  in 
Wilkes-Barre,  it  costs  me  $560.  I  can  fly  to  Frankfurt,  Germany 
cheaper.  1  don't  care  how  it  affects  me  because  it  really  doesn't 
matter  for  me,  but  we  just  cannot  attract  industries  that  have  ex- 
ecutives and  technicians  that  have  to  move  around  the  world.  Their 
tendency  is  to  move  100  miles  south  and  locate  in  Philadelphia, 
where  they  can  make  the  same  round  trip  for  a  third  or  a  fourth 
of  the  cost. 

Applying  that  type  of  analogy  of  what  deregulation  did  to  height- 
en the  use  of  transportation,  make  it  far  more  efficient  in  the  pri- 
mary markets,  it  has  almost  destroyed  the  secondary  markets  of 
the  country. 


d  by  Google 


Ill 

I  look  at  this  piece  of  legislation,  and  I  realize  it  will  help  half, 
two-thirds  of  the  American  domestic  market,  but  I  look  at  it  as  a 
great  risk  as  what  we  are  goin^  to  do  to  the  secondary  markets. 
And  the  insurance  premium  could  be  a  major  player  in  this.  If  we 
allow  the  community  banks  to  acquire  multi-account  insurance  and 
maintain  that — I  think  Mr,  Baker  has  some  ideas  along  this  line 
t:hat  I  tend  to  agree  with — and,  on  the  other  hand,  those  institu- 
tions that  want  to  deal  in  more  speculative,  more  sophisticated  eco- 
nomic activity,  that  they  do  it  at  the  sufferance  of  losing  the  broker 
accounts  and  the  multi-accounts. 

It  may  be  something  we  could  look  at. 

The  only  other  thing  that  I  would  suggest,  that  we  have  to  send 
the  message  out  to  the  huge  banking  institutions  that  are  now 
coming  into  secondary  markets,  that  they  have  to  be  responsive  to 
the  secondary  markets.  Because  for  them  to  locate  and  buy  commu- 
nity banks  and  other  regional  banks,  come  into  the  market  and  be- 
come just  a  vacuum  cleaner  for  deposits  and  not  making  the  capital 
■venture  or  credit  available  to  small-  and  medium-sized  business 
that  only  exists  in  these  rural  or  secondary  markets  is  very  dif- 
ficult. 

My  question  is,  have  you  and  do  you  feel  you  have  adequately 
addressed  this  in  this  legislation,  or  is  this  what  you  intend  to  take 
up,  and  can  we  work  together  on  this? 

Mr.  Rubin.  We  woulalove  to  work  together  on  it.  I  think  to  some 
extent  we  have  talked  about  it.  In  a  sense  your  comment  has  sug- 
gested what  may  be  part  of  the  answer.  I  agree  with  you,  I  think 
Mr.  Baker's  comments  go  in  the  same  direction,  so  did  Mr.  Roth's 
and  he  is  not  here  now.  1  think  it  is  very  difficult  to  predict  how 
this  is  going  to  affect  the  kinds  of  institutions  you  are  talking 
about,  but  I  think  at  least  one  possibility  is  that  you  will  have  en- 
trepreneurial institutions  that  find  there  is  a  very  large  market 
niche,  which  are  the  kinds  of  communities  you  are  talking  about, 
and  that  they  can  make  them  profitable  in  a  world  where  tney  can 
offer  multiple  products,  including  insurance,  brokerage,  mutual 
funds,  and  various  other  things.  So  it  is  worth  putting  in  place  the 
capability  for  relatively  small  communities  in  ways  it  is  not  worth- 
while doing  today,  and  that,  I  think,  offers  the  hope,  at  least,  of  a 
whole  new  type  of  financial  service,  including  banking,  available  in 
those  communities. 

Mr.  Kanjohski.  The  only  other  thing  I  want  to  caution  you,  as 
we  study  the  financial  and  economic  advantage  of  this  policy,  that 
we  take  into  consideration  the  social  ramifications  of  the  policy.  In 
an  area  such  as  mine,  and  many  of  the  districts  represented,  the 
leadership  of  our  community  comes  out  of  the  small  banker,  the  in- 
surance broker,  the  real  estate  broker,  the  small  stockbroker  that 
is  in  the  area,  and  as  these  large  companies  come  in,  their  answer 
generally  to  us  when  we  go  to  them  for  the  Boy  Scouts  or  the  Unit- 
ed Fund  is,  well,  we  give  at  the  main  office.  And  generally  that  is 
New  York.  That  is  not  rural  Pennsylvania,  or  other  areas  of  the 
country. 

Worse  than  that,  however,  is  that  we  are  losing  our  community 
leadership  pool.  There  is  a  disconnect,  because  as  large  companies 
come  in  with  their  type  of  leadership,  it  is  a  short  bent  until  they 
move  on  to  corporate  growth  and  so  what  I  get  is  the  3-  to  5-year 
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executive  that  comes  in  and  plays  a  role  in  a  smaller  bank,  and 
doesn't  become  part  of  the  community,  and  as  a  result,  doesn't  put 
roots  in  and  take  leadership  roles  in  the  community,  so  that  there 
is  a  great  negative  social  impact  on  leadership  in  secondary  market 
areas  of  the  country.  It  is  somewhat  disturbing  that  it  is  affecting 
what  we  call  as  our,  quote,  advantage  quality  oi  life. 

We  may  be  formulating  economic  and  financial  poHcies  that  are 
beneficial  on  a  large  national  scope  or  international  scope,  and  lit- 
erally be  destroying  what  some  of  my  friends  on  the  otner  side  of 
the  aisle  would  like  to  remake  America  into  being,  and  that  is,  you 
know,  quality  America,  and  some  of  us  have  that  in  our  districts 
now.  So  I  would  like  that  to  be  considered. 

Mr.  Rubin.  That  is  a  very  thoughtful  comment,  and  we  will  so 
do. 

Mr.  Newman.  Mr.  Chairman,  may  I  just  add  to  that?  Just  follow- 
ing up  on  Secretary  Rubin's  comments  earlier,  one  of  the  things  we 
have  talked  about  specifically  is  can  this  mechanism  help  provide 
equity  financing,  subordinated  debt,  other  kinds  of  financing  for 
medium-sized  growing  companies  that  don't  happen  to  be  located 
in  the  major  cities? 

Right  now  the  Wall  Street  firms  can  serve  New  York  and  Chi- 
cago and  Los  Angeles  very  well,  but  it  is  very  difficult  for  them  to 
economically  serve  all  the  areas  of  the  country  where  there  are 
small,  medmm-sized  growing  companies.  And  if  this  mechanism 
would  provide  a  means  for,  in  addition  to  lending  by  small  banks, 
for  small  banks — local  banks,  community  banks — to  provide  mecha- 
nisms, whether  it  be  on  their  own  or  through  the  kind  of  affiliation 
that  Secretary  Rubin  mentioned  earlier  with  a  larger  firm,  to  bring 
to  bear  in  the  individual  communities  the  kind  of  financing  that  is 
necessaTT  for  these  companies  to  grow,  we  will  have  accomplished 
a  great  deal. 

Mr.  Kanjorski.  Could  I  just  respond  to  that?  It  almost  is  some 
sort  of  an  extension  of  theory  of  CRAs,  but  I  have  never  supported 
the  total  concept  of  CRAs.  I  think  they  should  be  used  in  a  very 
targeted  way,  and  they  are  very  healthy.  But  if  this  goes  into  place 
with  that  vacuum  cleaner  effect,  we  may  find  ourselves  having  to 
come  back  here  some  day  and  saying,  gee,  we  are  going  to  have  to 
find  a  way  to  disburse  these  funds,  and  get  into  tnat  whole  CRA 
argument  again. 

Chairman  Leach.  Well,  I  thank  the  gentleman  for  his  very 
thoughtful  set  of  concerns. 

Let  me  just  return  very  briefly,  if  I  could.  I  don't  mean  to  extend 
the  hearing,  but  the  reason  I  am  concerned  about  these  activities 
being  in  the  bank  itself  instead  of  in  a  holding  company  structure 
is  that  you  take  pressure  off  capitalization,  ana  I  think  it  is  insuffi- 
cient to  say  only  a  well-capitaiized  bank  can  be  involved,  because 
suddenly  you  end  up  intermixing  your  capital.  And  so  I  think  a 
bank  is  going  to  require  more  capital  to  do  these  activities  that 
they  are  separately  segregated,  and  clearly  so;  otherwise,  in- 
evitably, you  almost  get  into  a  double  accounting  on  capital 
circumstance. 

Now  you  can  avoid  that  stringently  in  one  or  two  areas,  but  sud- 
denly banks  take  on  multiplicity  of  activities,  and  it  is  not  an  easy 
thing  to  cut  through,  for  me  to  see  how  you  can  do  that. 
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Second,  you  clearly  spread  the  deposit  insurance  safety  net  if  you 
put  these  uiings  within  the  bank's  structure. 

Third,  I  would  stress  to  everybody  that  there  are  competitive  con- 
cerns, symbolized  by  the  concerns  raised  by  the  gentleman  from 
Pennsylvania,  and  to  the  degree  that  there  is  an  understanding 
both  in  a  regulatory  conceptualization  circumstance,  as  well  as  in 
a  competitive  circumstance,  that  these  activities  are  outside  the 
structure  of  a  bank  and  so  that  there  is  less  real  or  perceived  coer- 
cion, the  better.  And  that  is  one  of  the  reasons  that  I  favor  taking 
it  out. 

But  in  this  r^ard,  one  of  the  warning  signs  of  the  week  literally 
is  the  Barings  circumstance,  and  it  appears  here  that  what  in  ef- 
fect is  a  merchant  or  an  investment  banking  function  within  the 
constraints  of  a  bank  caused  a  difTiculty  to  presumably  a  British 

fsvemmental  safety  net,  and  we  can  make  analogies  to  the  United 
tates.  How  do  you  respond  to  that,  Mr.  Secretary?  Doesn't  Barings 
drive  a  stake  into  the  heart  of  the  argument  that  these  functions 
ought  to  be  within  a  bank  structure,  or  do  you  think  it  is  irrele- 
vant? 

Mr.  Rubin.  I  don't  think  that  it  affects  structure  in  the  sense 
that — at  least  it  is  our  view,  and  as  I  said  at  the  very  beginning, 
I  think  that  is  something  we  really  need  to  explore  further — in 
terms  of  safety  and  soundness,  that  if  you  have  appropriate  proce- 
dures, firewalls,  and  all  of  the  rest,  that  the  question  of  structure, 
holding  company  vs.  subsidiary,  should  not  make  any  difference. 
But  that  is  our  view.  You  obviously  hold  a  somewhat  different 
view,  and  I  think  that  is  what  we  need  to  explore  as  we  go  forward, 
though  it  is  our  view  that  whatever  issues  Barings  may  raise  about 
this  whole  venture,  I  don't  think  it  raises  any  more  of  an  issue  with 
the  subsidiary  structure  than  with  the  holding  company  structure. 

Chairman  Leach.  Yes.  There  also  is  a  possibility,  and  let  me  just 
throw  this  out 

Mr.  Rubin.  It  isn't  just  a  question  of  nomenclature,  but  you  re- 
ferred to  doing  it  within  the  bank.  Of  course,  we  don't  advocate  it. 
We  advocate  tnat  it  be  done  in  the  subsidiary. 

Chairman  Leach,  One  of  the  other  minor  things,  and  I  don't 
know  if  this  is  going  to  be  serious  or  not,  but  historically  because 
of  functional  regulation,  the  committee  of  jurisdiction,  the  Com- 
merce Committee,  has  always  wanted  this  in  a  holding  company 
format.  They  feel  that  the  SEC  can  examine  functionally  better. 
Also  if  you  put  it  within  a  subsidiary,  you  raise  some  prospects  of 
what  we  have  come  to  call  regulatory  arbitrage.  That  is,  banks  will 
choose  the  regulator  which  is  the  easiest  to  authorize  new  functions 
or  supervise  with  the  least  requirements  for  capital  or  whatever. 
And  I  just  raise  that  as  a  concern  as  well  in  this  regard. 

Anyway, 

Mr.  Rubin.  Well,  the  other  side  of  that,  I  suppose,  is  that  as  long 
as  you  have  regulators  that  are  committed  to  safety  and  soundness, 
there  is  perhaps  something  to  be  said  for  having  more  than  one 
regulator  on  the  more  general  theory  that  if  you  only  have  one  of 
anything,  it  has  a  monopoly  and  that  in  itself  can  tend  to  create 
its  own  problems. 

Chairman  Leach.  That  is  a  valid  argument,  too,  and  I  want  to 
come  back  to  that  in  one  other  way  in  just  a  second. 
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I  want  to  turn  to  Mr.  Baker,  if  he  had  any 

Mr.  Baker.  No  questions,  thank  you. 

Chairman  Leach.  OK.  Let  me  come  back  to  that. 

H.R.  18  puts  the  authority  to  define  what  are  new  activities  in 
the  Federal  Reserve  Board.  Your  approach  which  you  have  sug- 
gested, takes  a  seven-member  council,  which  includes  the  Federal 
Reserve  Board.  It  ends  up  those  conclusions  are  of  extraordinary 
significance  for  the  future,  and  rather  than  simply  stating  what 
your  approach  is,  I  would  be  appreciate  if  you  could  give  the  ail- 
ments for  your  approach,  and  also  1  would  like  to  inquire  whether 
there  can  be  in-between  approaches.  I  mean  you  have  a  seven- 
member  structure;  there  could  be  a  three-member  structure.  For 
example,  Treasury,  Fed,  the  SEC. 

But,  anyway,  I  would  like  to  have  you  give  the  rationalization 
why  you  prefer  your  approach  to  the  Fed  approach, 

Mr.  Rubin.  I  think  you  are  raising  a  very  fundamental,  philo- 
sophical question.  It  is  our  view  that  it  is  appropriate,  and  we  are 
fully  supportive  of  the  Treasury  not  being  pronibited  from  being  in- 
volved in  specific  transactions,  whether  enforcement  or  whatever  it 
may,  and  as  you  know,  that  is  the  law  of  the  land,  and  we  are  to- 
tally supportive  of  it. 

It  is  our  view,  though,  that  when  you  get  to  the  policy  issues, 
that  policy  issues  ultimately  should  be  resolved  by  elected  officials 
and  their  appointees,  and  in  this  instance,  the  question  of  what  is 
a  financial  company  is  really  a  policy  issue,  and  the  notion  or  the 
idea  of  having  this  kind  of  a  vehicle  would  bring  together  the  var- 
ious interested  regulators  into  a  context  in  which  those  who  are  ul- 
timately accountable  to  the  electorate  would  be  involved.  As  I  say, 
we  distinguish  between  policy,  where  we  think  those  who  are  ac- 
countable to  the  electorate  should  be  involved,  and  the  whole  en- 
forcement function,  and  more  broadly,  dealing  with  specific  matters 
where  we  think  that  it  is  appropriate  to  prohibit  that  involvement. 
But  in  between,  we  are  not  wedded  to  this  particular  apparatus. 

Mr.  Newman.  If  I  might  add,  along  the  lines  that  Secretary 
Rubin  just  mentioned,  there  clearly  is  nothing  magic  about  the 
composition.  The  thinking  was  very  straightforward.  It  was  just  to 
take  those  regulators,  as  the  Secretary  just  mentioned,  who  are  ac- 
tively involved  in  regulating  institutions  that  are  in  question.  We 
would  include  the  Fed  because  they  are  actively  involved;  so  are 
the  OCC  and  the  OTS,  and  the  FDIC  has  a  role. 

In  addition,  since  the  SEC  under  these  proposals,  under  the  func- 
tional regulation  proposal,  would  be  the  regulator  of  the  securities 
business,  regardless  of  where  it  was  in  the  corporate  structure, 
they  may  have  a  lot  to  add  to  the  discussion. 

And  similarly,  as  the  nature  of  financial  instruments  changes,  fu- 
tures transactions  may  be  becoming  increasingly  important.  As  a 
matter  of  fact,  they  were  actually  what  was  involved  in  Barings 
Brothers  this  week,  and  the  CFTC  may  have  substantive  additions. 

As  you  know,  the  Working  Group  on  Financial  Markets,  which 
is  chaired  by  Secretary  Rubin,  includes  the  Fed,  the  SEC,  and  the 
CFTC.  It  was  just  that  kind  of  thinking,  but  there  is  nothing  magic 
to  it. 

Mr.  Baker.  Mr.  Chairman? 

Chairman  Leach.  Yes,  Mr.  Baker. 
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Mr.  Baker.  On  that  particular  point,  the  Commission  described 
by  Treasury  today  is  a  commission  similar  to  the  one  envisioned  in 
my  own  proposal,  but  it  has  a  slightly  different  reason  for  being 
there,  and  I  iust  want  to  interject  that  into  the  mix  as  well,  since 
the  role  would  not  be  under  our  le^slative  direction  to  define  fi- 
nancial interest,  it  is  rather  to  help  in  the  regulatory  exchange  be- 
cause as  you,  I  think  rightfully,  point  out,  the  SEC,  for  example, 
may  be  particularly  attuned  to  a  derivatives  issue  that  may  not  yet 
Tae  in  your  radar  screen. 

And  so  I  think  no  matter  what  mode  we  finally  wind  up  adopt- 
ing, that  that  interregulatory  conference  is  very  valuable  in  ad- 
dressing a  very  rapioly  changing  market,  and  so  I  support  it, 
whether  it  is  three  or  five  or  seven,  Mr.  Chairman,  but  I  think  we 
certainly  should  have  a  council  that  enables  the  regulators  to  re- 
spond as  timely  as  is  possible,  without  regard  to  the  other  issue  of 
whether  financial  interests  do  in  fact  need  to  be  defined. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Well,  I  don't  want  to  drag  this  on,  but  there 
is  a  very  profound  ancillary  issue  that  relates  to  Mr.  Baker's  con- 
cerns, which  is  in  the  derivatives  arena.  We  have  a  bill  on  the  sub- 
ject of  which  the  centerpoint  is  an  interagency  council,  that  among 
things  has  authority  to  look  at  derivatives  as  functional  instru- 
ments rather  than  by  the  category  of  institution  that  deals  in  these 
instruments,  and  that  at  the  moment,  without  a  legislative  ap- 
proach, for  example,  the  insurance  industry  is  outside  the  scope  of 
Treasury/SEC  guidelines  in  many  respects,  and  it  is  quite  conceiv- 
able that  it  is  in  the  context  of  this  bill  that  that  issue  ought  to 
be  dealt  with. 

But  I  would  like  to  get  a  response  of  the  Treasury  in  that  regard. 
Does  that  make  sense,  or 

Mr.  Rubin.  Yes,  1  think,  Mr.  Chairman,  the  financial  markets 
working  group  has  not  been  established  by  statute,  but  it  does 
function.  The  Secretary  of  the  Treasury  is  the  chair  of  it.  It  actu- 
ally is  quite  an  effective  mechanism  for  dealing  with  these  kinds 
of  issues,  and  in  the  world  that  we  live  in  today,  clearly  these  is- 
sues cross  industries  as  they  cross  regulators. 

Insurance,  as  you  correctly  say,  is  not  a  part  of  that  effort,  for 
the  reasons  that  you  say.  So  I  think  that  if,  when  we  finish  all  this, 
we  in  some  way  institutionalize  what  is  now  the  financial  markets 
working  group,  I  think  that  could  be  a  constructive  development, 
and  I  think  if  insurance  got  brought  in  under  it  in  appropriate  re- 
spects— and  there  are  all  sorts  of  issues  here  about  State  regula- 
tion versus  Federal  regulation — bat  if  it  got  brought  into  it  in  ap- 
propriate respects,  I  think  that  is  a  very  important  step  forward. 

Chairman  Leach.  OK.  If  there  are  no  more  comments,  let  me 
thank  the  two  of  you  for  a  very  helpful  discourse  on  a  wide  ranging 
number  of  subjects. 

Mr.  Rubin.  Thank  you. 

Chairman  Leach.  The  committee  is  adjourned, 

[Whereupon,  at  1:01  p.m.,  the  hearing  was  adjourned.] 
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OFEKINO  STATEMENT 

HEAKIHGS  OK  THE  FIHAHCIAL  SERVICES  COHPBTITIVENESS  ACT  OF  1995 

FEBRUARY  28,  1995 

Today  the  Coramictee  begins  hearings  an  legislacion  to  enhance 
compeCition  in  Che  financial  services  industry  by  providing  a 
prudential  framework  for  the  affiliation  of  banks,  securities 
firms,  and  other  financial  service  providers. 

For  the  past  60  years,  federal  law  has  restricted  affiliations 

contained  in  the  1933  Glass -Steagall  Act  made  some  sense  at  the 
time  that  Act  was  passed,  they  are  not  appropriate  for  today's 
financial  world.  It  is  simply  unrealistic  for  commercial  banks  to 
be  precluded  from  offering  financial  products  of  customer  choice. 
It  is  also  unrealistic  to  legislatively  maintain  constraints  on 
market  competitiveness  for  securities  firms,  as  well  as  for  banks. 

In  recognition  of  the  need  to  modernize  U.S.  banking  laws  to 
reflect  the  rapidly  changing  financial  services  marketplace,  the 
Committee  on  Banking  and  Financial  Services  begins  its 
consideration  today  of  the  "Financial  Services  Competitiveness  Act 
of  1995"  which  I  originally  introduced  on  January  4th  and  which  has 
been  revised  and  was  reintroduced  yesterday.  The  legislation  \s 
"win-win"  legislation  for  Che  banking  and  securities  industry.  I; 
looks  to  the  future  financial  marketplace  by  dramatically  expandir.g 
Che  ability  of  banking  organizations  to  engage  in  securities 
activities  and  other  "financial"  activities.  At  the  same  time,  it 
establishes  a  two-way  street  that  permits  securities  firms  to  be 
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equal  partners  of  banks,  noc  aubsidiaries  of  banks,  by  perraicting 
securities  firms  to  acquire  banks.  While  expanding  the  scope  of 
activities,  it  also  recognizes  the  dynamic  nature  of  the  financial 
services  marketplace,  by  reducing  unnecessary,  anti-competitive, 
raicromanaging  regulatory  burdens  that  have  been  previously 
associated  with  these  activities- -all  the  while  preserving  safety 
and  soundness. 

Under  the  bill,  the  Bank  Holding  Company  Act  would  be  recast 
as  the  Financial  Services  Holding  Company  Act  and  bank  holding 
companies  would  be  redesignated  as  financial  services  holding 
companies  to  recognize  the  changing  financial  services  marketplace. 
Companies  could  choose  between  two  structures  for  the  affiliation 
of  banking  and  securities  firms.  Companies  with  any  insured 
depository  institution  affiliates  would  become  financial  services 
holding  companies.  Companies  without  any  insured  depository 
institution  affiliates  may  become  investment  bank  holding 
companies.  An  investment  bank  holding  company  would  be  any 
financial  services  holding  company  that  controls  an  uninsured 
wholesale  financial  institution  and  a  securities  affiliate. 
■  Financial  services  holding  companies  with  insured  depository 
institution  affiliates  would  have  higher  firewalls  due  Co  federal 

Highlights  of  the  proposed  Financial  Services  Competitiveness 

Act  include  the  following; 

1.)  Expanding  the  scope  of  permissible  activities  for  bank 
affiliates  by  providing  that  the  activities  must  be 
"financial  in  nature"  rather  than  "closely  related  to 
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ting  bank  affiliation  with  con^ianies  engaged  in  all 
ties  activities,  including  underwriting  corporate 
debt,  equity,  and  mutual  fund  shares. 

Repealing  Section  20  of  the  Glass-Steagall  Act. 

Expanding  Che  ability  of  banks  to  serve  small  communities 
by  authorizing  banks  to  underwrite  municipal  revenue 
bonds  directly. 

Eliminating  several  anti-coppetitive  or  micromanaging 
"firewalls"  currently  imposed  by  the  Federal  Reserve 
under  Section  20;  retaining  only  those  firewalls  that  are 
necessary  for  safety  and  soundness. 

Permitting  Che   Federal   Reserve 
discretion  to  modify  any  firewall 
preserving  critical  regulatory  flexibility 

Streamlining  the  authorization  process  foi 


9. )  Adopting  a  system  of  functional  regulation  to  ensure  that 
participants  in  the  securities  business  operate  under  the 
same  rules,  with  the  SEC  being  the  primary  regulator  of 
participants  in  the  securities  markets. 

There  are  broad  philosophical  issues  as  stake  in  this  upcoming 
debate.  The  Financial  Services  Competitiveness  Act  eliminates  many 
distinctions  between  commercial  and  investment  banking,  but  it  does 
not  break  down  the  barriers  between  banking  and  commerce . 

With  regard  to  Che  issue  of  merging  connnerce  and  banking,  care 
should  be  taken  to  recognize  that  noC  only  do  many  in  American 
commerce  object,  such  as  the  vast  majority  of  community  bankers  and 
independent  insurance  agents,  but  there  also  is  no  broad  public 
support  for  such  a  philosophical  departure.  Indeed,  there  aren't 
SOO  people  in  America  who  advocate  this  approach,  half  of  whorn 
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represent  foreign  inatituti 
large  American  companies . 

Ours  has  always  been  < 
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individualism  rather  Chan  colleccivism. 

As  well-knovm  Wall  Screec  guru  Henry  Kaufman  noted  in 

Congressional  CesCiraony  about  the  subject  several  years  ago: 

"I  believe  it  ultimately  puca  in  jeopardy  Che  fundamental 
economic  democracy  of  Chis  country  and  undermines  Che  crucial 
need  for  independent  depository  institutions  exercising 
objective  credit  judgments...!  emphasize  that  a  merger  of 
banking  and  commerce  would  tend  Co  produce  an  undesirable 
concencracion  of  economic  and  financing  power,  while  providing 
no  significanc  compensacing  benefice.' 

It  is  true  that  Germany  and  Japan  allow  certain  cies  becween 

banking  and  commerce,  but  interestingly,  based  on  an  aroused 

public,  the  Bundestag  is  currently  considering  legislation  to  make 

German  laws  more  similar  to  our  own.   As  for  Japan,  there  are  few 

Americans  who  have  kind  things  to  say  about  their  conflict-ridden 

system.    Whether  or  not  it  fits  Japan  or  any  other  country, 

interlocking  directorships  with  cross  ownership  of  banks  and 

industrial  companies  are  largely  alien  to  the  American  free 

Finally,  I  would  like  to  stress  that  I  have  grave  concerns 
about  one  aspect  of  the  new  Treasury  approach  unveiled  yesterday. 
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The  Admin i St rat ion  is  suggesting  that  expanded  bank  powers  be 
permitted  in  the  operating  subsidiaries  of  banks.  I  believe  chat 
such  an  approach,  which  is  contrary  to  exiscing  law.  is  imprudent. 
Allowing  a  bank  or  its  subsidiary  Co  engage  in  risky  non-banking 
activities  would  jeopardize  the  deposit  insurance  system.  The 
Treasury  proposal  would  grant  federally  insured  institutions  direct 
authority  for  non-banking  activities  analogous  to  Che 


Indeed,  the  news  of  the  week  --  the  failure  of  Barings,  one  of 
Britain's  oldest  financial  institutions  --  demonstrates  the 
problematic  nature  of  conducting  activities  in  a  bank  subsidiary 
and  shows  how  quickly  an  operating  subsidiary  can  bring  down  a 

So  there  is  no  miaunderscanding.  while  I  am  pleased  the 
Treasury  has  come  out  foursquare  for  Glass -Steagall  reform,  I 
expect  to  oppose  as  fully  its  efforts  to  increase  liabilities  for 
the  deposit  insurance  system  as  I  will  oppose  all  efforts  to  merge 
commerce  and  banking. 

Patently,  the  Treasury  approach  appears  to  be  a  back  door 
regulatory  consolidation  plan  designed  to  pander  to  or  push  money 
center  banks  under  the  watch  of  Che  OCC  and  Che  Executive  Branch. 
It  is  my  long-held  view  that  the  holding  company  format  provides 
the  greatest  insulation  for  insured  depository  institutions  and  the 
greatest  protection  for  taxpayers.  It  is  also  my  long-held  view 
that  to  Che  maximum  extent  possible  regulation  should  be  outside  of 
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policies  and  chis  is  ( 

jne  of  the  reasons  I  favor  Che  Fed  as  the  key 

regulator. 

Members  of  this 

committee  understand  the  financial  services 

reform  we  are  contempl 

ating  ia  of  historical  significance.  Involved 

are  large  philosophic! 

.1  questions  as  well  as  numerous  nuances,  with 

.xtr.crdl-ry  r.mlfl. 

cations  for  the  financial  industry.    In 

developing  this  bill 

over  the  past  year,  which  will  serve  as  Che 

principal  mark-up  ve)' 

licle,  let  me  stresa  that  we  have  carefully 

attempted  to  balance 

as  many  perspectives  in  as  consistent  way  as 

possible,  and  I  am  pleased  to  announce  both  Goldman  Sachs  and 
Morgan  have  endorsed  Che  legialacion. 

I  would  like  to  thank  Chairman  Greenspan  and  today's  i 
witnesses  for  joining  us  today  and  I  look  forward  to  i 
testimony. 
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STATEMENT  FOR  CONGRESSMAN  FLOYD  H  FLAKE 

BEFORE  THE  COMMITTEE  ON  BANKING  AND  FINANCIAL  SERVICES 

FEBRUARY  28,  1995 

GOOD  MORNING  MR  CHAIRMAN,  MEMBERS  OF  THE  COMMITTEE  AND  OUR 

DISTINGUISHED  WITNESSES     MR.  CHAIRMAN,  AS  WE  ADDRESS  THE  ISSUE  OF 

BANK  MODERNIZATION,  SPECIFICALLY  AS  IT  REI-ATES  TO  THE  POTENTIAL 

REPEAL  OF  THE  GLASS-STEAGALL  ACT  THAT  SEPARATES  COMMERCIAL 

BANKING  AND  SECURITIES- UNDER  WRITING.  AN  ISSUE  WHICH  HAS  GENERATED 

CONTROVERSY  AND  CONCERN  OF  MILLIONS  OF  AMERICANS.  IT  IS  CLEARLY 

TIME  THAT  WE  CONFRONT  BANK  MODERNIZATION  AND  THE  MAN'Y  ISSUES  THAT 

EXPANDING  B.ANKING  POWERS  WILL  ENCOMPASS 

WHILE  I  AM  CONCERNED  ABOUT  THE  NEGATIVE  IMPACT  ON  THE  BANKING 
AND  FINANCIAL  SERVICES  INDUSTRIES  AS  A  RESULT  OF  INACTION  ON  THE 
QUESTION  OF  ENLARGING  BANKING  POWERS,  1  WOULD  BE  EQUALLY  AS 
TROUBLED  IF  WE  OVERLOOKED  THE  FACT  THAT  THE  GLASS-STEAGALL  ACT 
REFLECTED  A  JUDGMENT  THAT  THE  COMMINGLING  OF  COMMERCIAL  LENDING 
AND  SECURITIES  UNDERWRITING  PRESENTED  TEMPTATIONS  AND  CONFLICTS  OF 
INTEREST  THAT  THREATENED  THE  CREDIBILITY  AND  SOUNDNESS  OF  THE 
FINANCIAL  SYSTEM. 

MOREOVER.  IF  WE  DECIDE  THAT  THE  ENLARGEMENT  OF  BANK  POWERS 
WILL  BE  BENEFICIAL  TO  THE  BANKING  SYSTEM,  WE  MUST  BALANCE  THESE 
ENHANCED  POWERS  WITH  REAL  RESTRICTIONS  THAT  ENSURE  THAT  INCREASED 
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BANKING  POWERS  DO  NOT  JEOPARDIZED  Till-.  l.EGI  IIMATE  l-XI>irTA  1  IONS  OE 
DHPOSITORS,  THE  DEPOSIT-INSURANCE  GUARANTl-R  RACKED  BY  TAXPAYERS, 
OR  THE  FREEDOM  OF  CHOICE  OF  COMMERCIAL  CLSTOMERS    THEREFORE.  WHEN 
CONSIDERING  BANKING  REFORM.  WE  MUST  ENSURE  THE  TWIN  GOALS  OF 
IMPROVING  EFFICIENCY  AN'D  LIQUIDITY  WHILE  ALSO  PROTECTING  DEPOSITORS. 
TAXPAYERS,  AND  BORROWERS 

I  BELIEVE  THAT  WE  HAVE  ONE  OF  THE  MOST  COMPETITIVE  BANKING  AND 
FINANCIAL  SERVICES  INDUSTRY  THE  WORLD  OVER,  NOTWITHSTANDING  THE 
LEGAL  BARRIERS  OF  THE  DEPRESSION-ERA  GLASS-STEAGALL  ACT     AGAIN,  1 
BELIEVE  WHATEVER  REFORM  APPROACH  WE  CONSIDER  WE  MUST  NOT 
OVERLOOK  THE  INTENT  OF  GLASS- STE  AG  ALL.    HOWEVER,  THE  FINANCIAL 
SERVICES  INDUSTRY  HAS  CHANGED.  THEREFORE,  OUR  BANTCING  LAWS 
SHOULD  REFLECT  THESE  CHANGES     I  DO  NOT  BELIEVE  WE  SHOULD  SUPPORT 
ANY  LEGISLATION,  OLD  OR  NEW.  THAT  IMPEDES  THE  COMPET ITIVENESS  OF 
OUR  FINANCIAL  INDUSTRY  PARTICULARLY  GIVEN  THE  GLOBAL  ARENA  THAT 
WE  FIND  OURSELVES  IN  TODAY, 

THESE  HEARINGS,  I  AM  CERTAIN,  WILL  PRO\'E  TO  EDUCATE  OUR 
COMMITTEE  AS  WELL  AS  THE  AMERICAN  PEOPLE  REGARDING  BANK 
RESTRUCTURING  AND  ITS  IMPLICATIONS     I  LOOK  FORWARD  TO  THE 
TESTIMONY  OF  THESE  WITNESSES  AND  MOVING  FORWARD  IN  PRUDENT 
MODERNIZATION  OF  FINANCIAL  SERVICES 
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OWNING  STATEMENT 


FdKuiiy  2S,  19» 


Wlien  I  wu  growing  up,  nugl  people  would  have  do  dlfticiiHy  ia  desnibtng  tbe  diflCTCTce 
belwecD  1  bi^  And 

Bbi  iboK  diyi  of  ne 

Few  satistia  ue  u  ilhHDitive  of  Ihe  bhuiiog  of  IbOM  com|iulmnm  Oiui  Ok  rqiid  decltne 
of  Ibe  mukel  shan  (deTioed  as  on  new  lending)  beld  by  US  comnincial  binki. 

In  1<I82.  uxmncreiil  brain  accoimlcd  Ibr  hbte  than  20%  of  new  lenSng:  lo  1993.  Qiat  Aire 
had  declined  [o  about  15%  and  had  dq^Kd  as  low  as  7%. 

TlKmailxliliuc  ofteDdiiig  held  by  ncnritietuid  finance  compniiBWBabwely  12X  in  1982; 


General  Electric  and  General  MoiDTs  are  bodi  ownen  ofei 
And.  of  come,  who  can  acoiralely  pui  a  label  on  a 
Prinierica.  Dean  Winer  Discover  or  ihe  Travellers? 

II'B  clear  from  maifcet  lealilies.  from  changes  nude  by  tin  Fedenl  Reserve  lo  tbe  Bulk  H 
Act.  from  (be  Supferoe  Court's  recent  VALJCO  rulitig  that  Congresa.  in  trndenuzing  ft 
"  legislating  these  changes,  but  is  in  '   '  ''       '      " 

X  financial  landscape. 
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ir  banking  [aws,  from  subtle 
si  be  guided 
£  the  safety  and  soundness  of  ibe  Federal 


FOUR:  Any  legislation  must  be  structured  in  such  a  way  as  to  ensure  vigorous  oversight 
of  all  the  activities  of  a  financial  services  firm  by  the  appropriate  regulators.  In  other 
words,  it  makes  no  sense  to  have  bank  examiners  suddenly  attempting  to  evaliute 
matters  previously  regulated  by  the  SEC  (a  the  CFTC  suddenly  trying  to  learn  about 
insurance  regulation.  The  expertise  of  the  various  individual  regulatory  agencies  must 
be  preserved  in  some  way. 

FIVE:  The  legislation  must  guard  against  the  over-conceniration  of  capital  in  the  hands 
of  a  few  diversified  corporations.  As  the  sudden  collapse  ofBritain's  Barings  investment 
bank  demonstraies.  any  single  financial  Institution  can  be  deinolished  within  a  short 
period  of  time.  Concentration  of  capital  in  too  few  corporations  could  easily  lead  to 
making  the  US  economy  as  a  whole  more  susceptible  to  the  kind  of  ecotwmlc  shocks 
that  cuirenlly  afflict  only  a  single  corporation. 

If  this  Committee  adheres  to  the  principles  that  I've  ouilitied.  I  believe  that  modemtzatkin  of 
our  financial  laws  will  result  In  more  profitable  and  competitive  US  ccnnpanles.  and  will  also 
benefit  consumers  by  making  more  products  available  at  lower  cost. 
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HEARING  ON  GLASS-STEAGALL  REFORM 
Statement  of  Maxine  Waters 

Mr.  Chairman,  I  appreciate  your  calling  this  set  of 
hearings  on  banic  power  reforms.    Those  of  us  who 
have  served  on  this  panel  remember  the  last  time 
Congress  set  about  trying  to  fundamentally  reform  our 
bank  laws.    At  that  time,  one  of  the  most  pivotal 
discussion  was  the  subject  of  today's  hearing  -- 
reform  of  the  so-called  Glass-Steagall  Act. 

It  is  important  to  keep  our  financial  service  sector 
competitive  and  up-to-date.    Obviously,  this  is  a 
rapidly  changing  international  industry.    We  all  have  an 
interest  in  making  sure  that  domestic  banks  are  able 
to  keep  up  with  their  international  competition. 

However,  I  have  two  basic  concerns  as  we  enter  this 
debate.    First,  the  United  States  has  long-standing 
laws  which  deliberately  set  apart  banks  from  other 
commercial  businesses.    These  laws  are  in  place  for 
very  good  reasons.    While  circumstances  of  the 
marketplace  have  certainly  changed  since  the  adoption 
of  Glass-Steagall,  the  underlying  concepts  which  led 
to  those  laws  remain  current. 

Federal  deposit  insurance  is  a  cornerstone  of  U.S. 
banking  policy.    However,  given  the  magnitude  of  the 
borrowing  authority  of  this  insurance,  the  potential  for 
misuse  is  massive.    The  savings  and  loan  scandal  is 
the  most  recent  example  of  how  deposit  Insurance  can 
lead  to  dramatic  abuse,  if  adequate  safeguards  and 
oversight  do  not  accompany  it.    Any  reform  of  this 
law  must  include  appropriate  safeguards  for 
consumers  if  we  are  to  move  forward,  and  not  simply 
give  banks  new  powers  under  the  rubric  of  reform. 
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My  second  concern  is  more  general.    This  Congress 
has  embarked  on  a  huge  program  of  deregulation  and 
a  transfer  of  power  to  large  corporations  --  including 
those  in  the  financial  service  sector.    I  have  always 
maintained  that  regulatory  relief  for  business  are 
acceptable  as  long  as  that  relief  comes  in  the  context 
of  making  sure  consumers  and  low-income 
communities  can  share  in  the  benefit. 

This  balanced  is  now  fundamentally  upset.    The 
current  Congress'  attitude  recalls  an  old  adage  of  the 
1950s  "  "Whatever  is  good  for  business  is  good  for 
America."    My  constituents,  for  one,  know  this  not  to 
be  the  case.    Whether  we  are  in  an  era  of  bank 
regulation  or  deregulation,  my  part  of  the  country  feels 
the  same  results  -  redlining,  mortgage  discrimination 
and  branch  closings. 

Startlingly,  last  week  the  Appropriations  Committee 
eliminated  funding  for  President  Clinton's  community 
development  bank  legislation.    That  legislation  was  as 
important  as  anything  this  committee  did  last  session 
for  many  of  us.    It  also  carried  with  it  a  multi-pronged 
regulatory  relief  package.    The  logic  then  was,  we 
give  the  banks  relief  and  we'll  open  up  lending 
opportunities  in  poor  rural  and  urban  communities. 
Some  banks  were  so  satisfied  with  this  tradeoff  that 
they  contributed  multi-million  checks  to  assist  the 
community  development  bank  effort.    Today,  this 
spirit  of  balance  and  compromise  seems  to  be  lost. 

Mr.  Chairman,  I  hope  we  gain  find  it  within  ourselves 
in  this  fiercely  ideologically  charged  climate,  to  work 
together  to  make  sure  what  may  be  good  for 
businesses  and  investors  is  truly  good  for  all  types  of 
consumers  at  the  same  time. 


d  by  Google 


The  Honorable  Kenneth  E.  Benlsen,  Jr. 

befoR  (he  House  Banking  and  Financial  Services  Conuninee 

Tuesday,  February  28, 1995 

Mr.  Chairman.  Thank  you  fbr  givir^  me  ibe  opponunity  to  comment  on  one  of  the  most 
imponant  debates  for  this  Congress  (o  address.  Today,  we  begin  down  Ihe  path  lo  restiuclure  the 
regulatory  fiamework  thai  governs  our  financial  institutions. 

Our  financial  markets  and  financial  services  have  changed  since  the  1930s',  when  the 
Glass-Steagall  Act  passed.  Gone  are  the  days  when  consumers  simply  keep  one  checking 
account  in  Ihe  bank  on  Main  Street.  Cotisumers  can  get  capital  from  many  different  sources, 
including  banks,  credit  card  companies,  insurance  companies,  and  commercial  companies. 
Revolutions  in  retail  and  in  technology  have  made  the  old-fashioned  bank  model,  and  with  it.  the 
Glass-Steagall  Act,  obsolete. 

Consumers  want  access  to  Iheir  assets  and  loans  in  one  location.  Mr.  Chairman,  the  days 
of  shopping  at  the  local  butcher,  baker,  and  dairy  are  long  gone.  Consumers  should  have  the 
choice  of  buying  services  from  their  local  bank  or  the  larger,  fiill-service  institution.  This 
competition  will  benefit  consumers,  and  result  in  more  services  at  lower  prices. 

I  would  aigue  that,  in  fact,  die  marketplace  is  ahead  of  Congress,  The  Fedmd  Reserve 
continually  allows  banks  lo  set  up  securities  aSilialcs  under  Section  20  waivers.  This  relaxation 
ofruleswillmean  that  more  capital  is  available  to  ctulomers.  Perhaps  more  Ihan  anything. 
Congress  must  act  to  catch  up  with  the  marketplace  and  establish  ground  rules  for  the  merger  of 
comtnercial  and  investment  banking.   There  will  be  a  need  to  describe  the  safeguards  that  will 
protect  Ihe  integrity  of  the  maikets  and  the  safety  and  soimdness  of  om  system,  i  have  witnessed 
howquickly  capital  can  flow  in  and  out  of  an  otganiitation.    1  have  seen  billions  of  dollais  of 
capital  disappear  in  as  little  as  48  bom's.  We  must  ensure  that  the  risk  of  securities  markets  is  not 
subsidized  by  federally  insured  deposits.  I  believe  we  can  do  thai  and  increase  consumers  choice 
through  Glass  Steagall  reform. 

These  new  choices  will  require  more  regulatory  flexibility.  Today's  consumers  demand 
and  deserve  sophisticated  financial  instruments  that  will  facililate  their  financial  independence 
and  well-being.  Customers  are  seeking  one-stop  shopping  companies  to  purchase  all  of  the 
financial  loans,  investments,  and  cash  accounts.  The  current  structure  of  Ihe  Glass-Steagall  Act 
is  a  cumbersome,  outdated  wall  standing  between  today's  consumers  and  Ihe  modem 
maikelplace.  We  must  be  willing  (o  meet  the  marketplace,  but  ensure  integrity,  safety  and 
sotindness. 

I  look  forward  to  the  testimony  that  will  be  offered  today. 
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I  am  pleased  to  be  here  today  to  present  the  views  of  the  Board  of 
Governors  of  the  Federal  Reserve  System  on  expanding  permissible  affiliations 
between  banks  and  other  financial  services  providers.  Ttie  bills  being  introduced  in  this 
Congress,  such  as  the  newly  revised  "Financial  Services  Competitiveness  Act  of  1 995," 
introduced  by  Chairman  Leach,  would  continue  the  modernizatjon  of  our  financial 
system  begun  with  last  year's  passage  of  the  landmark  interstate  banking  legislation. 
The  Leach  bill  would  authorize  the  affiliation  of  banks  and  securities  firms,  as  well  as 
permit  banks  to  have  affiliates  engaged  in  most  other  financial  activities. 

Before  1  present  the  Board's  views,  however,  1  first  want  to  commend 
Chairman  Leach  tor  his  leadership  in  recognizing  the  importance  of  congressional 
action  in  this  area  and  lor  acting  promptly  to  bring  his  bill  before  the  Committee  lor  its 
consideration.  The  new  Leach  bill  would  reform  outdated  statutory  prohibitions 
established  for  a  financial  system  that  no  longer  e«sis.    It  thus  provides  Congress  with 
the  opportunity  to  make  the  financial  syslern  rnore  competitive  and  more  responsive  to 
consumer  needs,  all  within  a  framework  thai  would  maintain  the  safety  and  soundness 
ol  insured  depository  institutions.  The  Board  believes  that  modem  global  linancial 
markets  call  lor  permitting  financial  organizations  to  operate  over  a  wider  range  of 
activities.  The  approach  contained  in  the  new  Leach  bill  would  be  a  major  step, 
providing  realistic  reform,  and  thus  has  the  strong  support  of  the  Board  of  Governors  of 
the  Federal  Reserve  System. 

There  is,  I  think,  general  agreement  on  the  forces  shaping  our  evolving 
financial  system — forces  that  require  that  we  modernize  our  slatulory  framework  for 
financial  institutions  and  markets.  The  most  profound  is,  of  course,  technology:  the 
rapid  growth  of  cornputers  and  lelecommunicaiions.  Their  spread  has  lowered  the  cost 
and  broadened  the  scope  of  financial  services,  making  possible  new  product 
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development  thai  would  have  been  Inconceivable  a  short  time  ago.  and,  in  the  process, 
challenging  ihe  instilutional  and  market  boundaries  thai  in  an  eadier  day  seemed  so 
well  defined.  Technological  innovation  has  acceierateQ  ihe  second  major  trend, 
financial  globalization,  thai  has  been  in  process  for  at  least  three  decades.  Both 
developments  have  expanded  cross-border  asset  holdings,  trading,  and  credit  flows 
and.  in  response,  both  securities  (>rms  and  U.S.  and  foreign  banks  have  increased  their 
cross-border  locations.  Foreign  offices  of  U.S.  banking  organizations  have  lor  some 
time  been  permitted,  within  limits,  to  meet  the  competitive  pressures  of  the  local 
markets  in  which  they  operate  by  conducting  activities  not  permitted  to  them  at  home. 
In  the  evolving  international  environment,  these  off-shore  activities  have  included 
global  securities  undenwriting  and  dealing,  through  subsidiaries,  an  activity  in  which 
U.S.  banking  organizations  have  been  among  the  world  leaders,  despite  limitations  on 
their  authority  to  distribute  securities  in  the  United  Stales. 

Such  a  response  to  compettlion  abroad  is  an  example  of  Ihe  third  major 
trend  reshaping  financial  markets — market  innovation — which  has  been  as  much  a 
reaaion  to  technological  change  and  globalization  as  an  independent  factor.  These 
developments  maXe  it  virtually  impossible  to  matniain  some  of  the  rules  and  regulations 
established  for  a  different  economic  environment.  As  a  result,  there  is  broad 
agreement  that  statutes  governing  the  activities  of  banking  organizations  Increasingly 
form  an  inconsistent  patch  wo  rl(. 

For  example,  under  federal  standards,  banking  organizations  may  act  as 
agents  in  private  placements  of  securities  and.  in  fact,  have  done  so  quite  successfully, 
accounting  recently  tor  one-thkd  of  all  corporate  bonds  and  one-seventh  of  all  equity 
privately  placed.  Banking  organizations  may  also  act  as  brokers  of  securities,  and  as 
investment  advisers  for  individuals  and  mutual  funds.  For  many  years,  they  have  acted 
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as  major  dealers  in  U.S.  government  and  municipal  general  obligation  txinds.  Banking 
organizations  are  also  the  leading  innovators  and  dealers  in  derivatives,  and  banking 
organizations  operate  futures  commission  merchants  as  holding  company  subsidiaries. 
As  jusi  noled,  banking  organizations  undennfrite  and  deal  in  securities  abroad  and, 
since  1987,  banking  organizations  with  the  necessary  infrastructure  may  apply  for 
limited  underwriting  and  dealing  of  securities  through  special  bank  holding  company 
subsidiaries  under  a  Federal  Reserve  Board  interpretation  of  Section  20  ol  the 
Glass-Sleagall  Act. 

In  a  pattern  that  is  reminiscent  of  interstate  branching  developments,  the 
stales  (or  some  time  have  been  removing  restrictions  on  the  activities  of  slate  chartered 
banks.  The  FDiC,  as  required  by  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  (FOICIA).  reviews  such  activities,  but  has  not  rejected  an  application 
to  exercise  any  of  these  powers  from  adequately  or  well-capitalized  banks.  According 
to  the  Conference  ot  State  Bank  Supervisors  (CSBS),  in  1993.  seventeen 
states — including  several  large  ones — had  authorized  banks  to  engage  in  securnies 
undenwriting  and  dealing,  with  about  halt  requiring  such  activity  In  an  affiliate.  At  the 
federal  level,  the  OCC  has  proposed  a  process  to  allow  national  bank  subsidiaries  to 
conduct  aciivilies  not  permitted  for  the  bank. 

And  so  il  goes  on.  Technological  change,  global ization,  and  regulatory 
erosion  will  eventually  make  il  impossible  to  sustain  outdated  resiriclions,  and  these 
forces  will  be  supplemented  by  piecemeal  revisions  to  federal  regulation  and  sweeping 
changes  in  state  laws.  That  is  what  we  are  here  loday  to  discuss — the  need  to  remove 
outdated  restrictions  and  to  rationalize  our  system  for  delivering  financial  services.   I 
might  note  that  in  this  regard  the  United  States  is  behind  tf>e  rest  ot  the  industrial  world. 
Virtually  all  the  other  G-10  nations  now  permit  banking  organisations  to  affiliate  with 
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securities  firms  and  with  insurance  and  other  financial  entities.  Ws  are  among  the  last 
who  have  not  statutorily  adjusted  our  system.  That  might  be  acceptable,  or  even 
desirable,  if  there  was  a  good  reason  to  do  so.  We  do  noi  think  there  is  such  a  reason 
to  retain  the  status  quo. 

Let  me  be  clear  that  the  Board's  position  in  favor  of  expanding  the 
permissible  range  of  affiliations  for  banking  organizations  is  not  a  reflection  ot  a  concern 
for  banks,  their  management,  ot  their  stockholders.  U.S.  bank  management  has  been 
quite  creative — indeed  has  led  others — in  developing  and  using  both  technology  and 
the  globaliialion  of  financial  marttets  lor  profitable  innovations  thai  have  greatly 
benefitted  their  customers.  Rather,  the  Board's  support  for  the  expansion  ol 
permissible  activities  reflects  the  desirability  of  removing  outdated  restrictions  that  serve 
no  useful  purpose,  that  decrease  economic  efficiency,  and  that,  as  a  result,  limit 
choices  and  options  for  the  consumer  of  financial  services.  Such  statutory  prohibitions 
result  in  higher  costs  and  lower  quality  services  tor  the  public  and  should  be  removed. 
That  ttieir  removal  would  permit  banking  organizations  to  compete  more  eHectively  in 
their  natural  markets  is  an  important  and  desirable  by-product,  bul  not  the  major 
objective,  which  ought  lo  be  a  more  efficfent  financial  system  providing  better  services 
to  the  public.  Removal  of  such  prohibitions  moves  us  closer  to  such  a  system. 

Indeed,  the  Board  urges  that,  as  you  conslderihe  reforms  before  you.  the 
focus  not  t>e  on  which  set  of  financial  institutions  should  be  permitted  to  lake  on  a  new 
activity,  or  wtiich  would,  as  a  result,  get  a  new  competitor  All  are  doing  similar  things 
now  and  are  now  in  competition  with  each  other,  ottering  similar  products.  Securities 
firms  have  lor  some  time  offered  chscking-like  accounts  linked  to  mutual  funds,  their 
affiliates  routinely  exiand  significani  credit  directly  to  businesses,  and  they  are 
becoming  increasingly  important  in  the  syndicated  loan  market.  Banking  organizalions 
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are  already  conducting  a  securities  business.  WNIe  indicative  ot  the  need  for  relorm. 
which  institution  has  leaped  some  eailier  restraint  is  not  the  issue.  The  Board  believes 
that  the  focus  should  be:  do  the  proposed  bills  promote  a  financial  system  that  makes 
the  maximum  contribution  to  the  growth  and  statjilily  of  the  U.S.  economy?  Are  existing 
restraints  servir>g  a  useful  purpose?  Do  tliey  increase  the  compatibility  of  our  laws  and 
regulations  with  the  changing  technological  and  glot>al  market  realities  in  order  to 
ensure  that  these  goals  are  achieved?  Are  they  consistent  with  increased  alternatives 
and  convenience  for  the  public  at  a  manageable  risk  lo  the  bank  insurance  fund? 

Banking  organtzalicns  are  in  a  particularly  good  posilion  to  provide 
underwriting  and  other  financial  services  to  investors.  They  are  knowledgeatile  about 
the  institutional  structure  of  the  market  and  skilled  at  evaluating  risk.  Moreover,  for 
centuries,  banks'  special  expertise  has  been  to  accumulate  borrower-specific 
information  that  they  can  use  to  make  credit  judgments  that  issue-specific  lenders  and 
investors  cannot  make.  Overcoming  such  information  asymmetries  has  t}een  the  value 
added  of  banking  on  the  credit  side,   indeed,  it  would  appear  that  most  companies  want 
to  deal  with  a  full-service  provider  that  can  handle  Iheir  entire  range  o1  financing  needs. 
Thts  preference  lor  "one-stop  shopping"  is  easy  to  understand.  Starting  a  new  financial 
relationship  is  costly  for  companies  and,  by  extension,  for  the  economy  as  a  whofe.  It 
takes  considerable  time  and  eltort  for  a  company  to  convey  to  an  outsider  a  deep 
understanding  of  its  financial  situation.  This  process,  however,  can  be  short-circuited 
by  allowing  the  company  to  rely  on  a  single  organization  (or  loans,  strategic  advice,  the 
uridenvciiing  of  its  debt  and  equity  securities,  and  other  financial  services.  As  evidence 
that  there  are  economies  from  thts  sharing  of  information,  most  of  the  Section  20 
underwriting  has  been  for  companies  that  had  a  prior  relationship  with  the  banking 
organization. 
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Our  discussions  with  Seaion  20  oftioals  suggest  Ihat  the  e< 
benefits  o(  -one-siop  shopping"  ate  probably  greatest  for  small  ana  medium-sized 
firms.  These  firms,  as  a  rule,  do  riol  attract  the  intsfest  of  major  investment  banks,  and 
regional  brokerage  houses  do  not  provide  the  full  range  of  financial  services  these 
companies  require.  Rather,  their  primary  financial  relationship  is  with  the  commercial 
bank  where  they  borrow  and  obtain  their  services.  Thus,  trom  the  firm's  perspective,  it 
makes  sense  to  leverage  this  relationship  when  the  tiine  comes  to  access  the  capital 
markets  lor  financing.  It  is  thus  reasonable  to  anticipate  that  it  securities  activities  are 
authorized  tor  bank  atliliates,  banking  organizations,  especially  regional  and  smaller 
banking  organizations,  would  use  their  information  base  to  tacilitale  securities  offerings 
by  smaller,  regional  firms,  as  well  as  local  municipal  revenue  bond  issues.  Many  of 
these  banking  organizations  cannot  engage  in  such  activities  now  because  they  do  not 
have  a  sufficient  base  of  eligible  securities  business  revenue  to  take  advantage  of  the 
Section  20  option  that  limits  their  ineligible  revenues  to  1 0  percent  of  the  total. 
Investment  banking  services  are  now  available  for  some  of  these  smaller  issues,  but  at 
a  relatively  high  cost.  Section  20  subsidiaries  at  regional  banks  indicate  that  they  are 
eager  to  eipand  their  investment  banking  services  to  small  and  moderate-sized 
companies   These  Section  20  subsidiaries  view  such  firms  as  underserved  in  the 
current  market  environment  and  see  an  opportunity  to  provide  a  greater  range  of 
services  at  tower  prices  than  those  now  prevailing. 

I  should  also  note  Ihat  almost  all  bank  holding  companies  that  have  set  up 
Section  20  subsidiaries  tralieve  Ihat  the  diversification  of  revenues  will  result  in  lower 
risks  for  the  organization.  While  the  empirical  literature  is  inconclusive,  and  the  Section 
20's  themselves  have  not  been  around  very  long,  and  have  operated  under  significant 
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lems  likely  thai  some  bank  holding  companies  could  achieve  risk 
reduction  through  diversification  of  their  financial  sen/ices. 

To  be  sure,  with  the  benefits  comes  some  nsk.  but  I  read  the  evidence  as 
saying  that  the  risks  in  securities  undenwriting  and  dealing  are  manageable. 
Underwriting  is  a  deals  oriented,  purchase  and  rapid  resale,  mark-lo-market  business 
in  which  losses,  if  any,  are  quickly  cut  as  the  firm  moves  lo  the  next  deal.  Since  the 
enactment  of  the  Securities  Acts — with  their  focus  on  investor  protection — the 
broker/dealer  legulatof,  the  SEC.  is  quick  to  liquidate  a  firm  with  insufficient  capital 
relative  to  the  market  value  of  its  assels,  constraining  the  size  of  any  disturbance  to  the 
market  or  affiliates.  The  SEC  now  applies  such  supen/ision  to  Section  20  affiliates,  and 
it  would  do  so  to  securities  affiliates  under  the  revised  Leach  bill  and  similar  bills 
introduced  so  far  in  this  Congress.     Section  20  affiliates  have  operated  during  a  period 
in  which  sharp  swings  have  occurred  in  world  financial  markets,  but  they  still  were  abte 
to  manage  their  risk  exposures  well  with  no  measurable  risks  to  their  parent  o'  affiliated 
banks.  Indeed,  in  order  lo  limit  the  exposure  of  the  safety  net,  the  supervisors  have 
insisteO  that  securities  affiliates  have  nsk  management  and  control  systems  that  assure 
thai  risk  can  be  managed  and  contained.  As  would  the  case  with  the  new 
"Competitiveness  Act,'  the  Federal  Reserve  has  required  that  such  an  infrastructure 
exist  before  individual  Section  20  affiliates  are  authorized  and  that  organizations 
engaging  in  these  activities  through  nonbank  affiliates  have  bank  subsidiaries  with 
strong  captal  positions. 

The  Leach  bill  continues  the  holding  company  framework,  which  we 
believe  is  imponant  in  order  to  limit  the  direct  risk  of  securities  activities  to  banks  and 
the  safety  net.  The  Board  is  of  the  view  Ihat  the  risks  from  securities  and  most  other 
financial  activities  are  manageable  using  the  holding  company  framework  proposed  in 
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that  bill.  But  there  is  another  risk-  the  risk  ot  transference  lo  nonbank  affiliates  of  the 
subsidy  'rnplicH  in  the  federal  safety  nei — deposit  insurance,  the  discount  window,  and 
access  to  Fedwire — with  the  attendant  moral  fiazard.  The  Board  t}elieves  that  the 
holding  company  sinjcture  creates  the  best  framework  for  limiting  the  transference  of 
thai  subsidy.  We  recogriize  that  foreign  subsidiaries  of  U.S.  banks  have  managed  such 
activities  for  years  virtually  without  significant  inddeiH.  Nonetheless,  we  have 
concluded  that  the  further  the  separation  from  the  bank  the  better  the  insulation.  We 
are  concerned  that  conducting  these  activities  without  limit  in  subsidiaries  of  U.S.  banks 
does  not  create  sultioem  distance  from  the  bank.  Moreover,  even  thougti  the  risks  of 
undenwriting  artd  dealing  are  manageable,  any  losses  in  a  securities  subsidiary  of  a 
bank  would — under  generally  accepted  accounting  principles — be  consolidated  into  the 
banks  position,  an  entity  protected  by  the  safely  net. 

An  additional  safeguard  lo  protect  the  bank  from  any  risk  trom  wider 
financial  activities,  and  to  limit  the  transference  of  the  safety  net  subsidy  to  such 
activities,  is  the  adoption  ot  prudential  limilalions  through  firewalls  and  rules  that 
prohibit  or  limit  certain  bank  and  affiliate  transactions.  However,  it  would  be  folly  to 
establish  prohibitions  and  firewalls  Ihat  would  eliminate  Ihe  economic  synergy  t>etween 
banks  and  their  affiliates.    The  revised  Leach  bill  retains  reasonat>le  firewalls  and  other 
prudential  limitations,  but  provides  the  Board  with  the  authority  to  adjust  them  up  or 
down.    Such  fiexit>iliiy  is  highly  desirable  because  it  permits  the  rules  to  adjust  in 
reflection  of  both  changing  market  reatilies  and  experience. 

The  Leacti  bill  attempts  to  accommodate  the  merchant  banking  business 
currently  conducted  by  independent  securities  firms.  Both  bank  holding  compentes  with 
Section  20  subsidiaries  and  independent  securities  firms  engage  in  securities 
underwriting  and  dealing  activities.  However,  independent  securities  firms  also  directly 
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provide  equity  capital  to  a  wide  variety  ol  companies  withaul  any  intention  to  manage  or 
operate  ttiem.  The  Leach  bill  would  permit  securities  firms  that  acquire  commercial 
banks,  as  wel<  as  securities  titms  acquired  by  bank  holding  companies,  to  engage  in  all 
ol  these  activrties — undenwriting  and  dealing  in  securities,  as  well  as  merchant  and 
investment  banking  through  equity  investment  in  any  business  without  t}ecoming 
involved  in  the  day-to-day  operations  of  Ihat  business.  These  powers  aie  crucial  to 
permit  securities  firms  to  remain  competitive  domestically  and  internationally.  Under 
the  bill,  the  Board  could  establish  rules  to  ensure  that  these  activities  do  not  pose 
significant  risks  to  banks  affiliated  with  securities  firms  or  serve  as  a  "back  door"  to  the 
commingling  of  thanking  and  commerce. 

Some  are  concerned  that  an  umbrella  supervisor  is  incompatible  with  a 
financial  services  holding  company  with  an  increasing  number  of  sutisidiaries  that 
would  be  unregulated  if  ihey  were  independent.  The  Board  too  is  concerned  that,  if 
bank-like  regulation  were  applied  to  an  expanded  range  of  activities,  the  rnarket  would 
believe  Ihat  the  government  is  as  responsible  tor  their  operations  as  it  is  lor  banks. 
This  subtle  transference  ol  the  appearance  of  satety-nel  support  to  financial  attiliates  ol 
banks  creates  a  kind  of  moral  hazard  that  is  corrosive  and  potentially  dangerous. 

Nonetheless,  it  is  crucial  to  understand  Ihat  both  the  public  and 
management  now  think — and  wilt  continue  to  think — of  bank  holding  companies  [and 
financial  services  holding  companies,  if  authorized)  as  one  integrated  unit,  especially  if 
they  enjoy  the  economic  synergies  that  is  the  purpose  of  the  reform  proposals. 
Iwloreover,  experience  and  the  new  computer  technology  are  already  adding  centralized 
risk  management  to  the  existing  centralized  policy  developmeni  for  bank  holding 
companies.  The  purpose  of  the  umbrella  supervisor  is  to  have  an  overview  of  the  risks 
in  the  organization  so  thai  the  risks  to  the  bank  can  be  evaluated  and,  if  needed. 
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addressed  by  supervisors.  The  uiribrella  supervisor,  it  seems  to  us,  becomes  more 
crucial,  not  less,  as  Ihe  risk  management  and  policy  control  moves  from  the  bank  to  Itie 

Balancing  ttie  supervisory  needs  o1  ttie  bank  regulators  with  concerns 
about  the  extension  of  bank-like  supervision  and  regulation  is  not  easy.  In  an  effort  to 
eliminate  unnecessary  regulatory  constraints  and  burdens,  Ihe  Leach  bill  would  require 
the  banking  agencies  to  rely  on  examination  reports  and  other  informaiion  collected  by 
functional  regulators.  In  addition,  il  would  require  Ihe  banking  agencies  lo  deter  to  the 
SEC  in  interpretations  and  enforcement  of  the  federal  securities  laws.  The  revised  bill 
goes  further  and  eliminates  Ihe  current  application  procedure  lor  holding  company 
acquisitions  by  well-capitalized  and  well-managed  banking  organizations  whose 
proposed  nonbank  acquisitions  or  de  novo  entry  are  both  authorized  and  pass  some 
reasonable  lest  of  scale.  Your  revised  bill,  Ur.  Chairman,  also  streamlines  the  process 
for  evaluating  the  permissibility  of  new  financial  activities.  These  are  extremely 
important  modilications  both  for  existing  bank  holding  companies  and  for  securities 
firms  that  wish  to  affiliate  with  banks.  Such  provisions  would  greatly  enhance  the 
'lwo-way  street  provisions  by  eliminating  unr^ecessary  regulatory  burden  and  red  tape. 
We  believe  that  this  concept  could  also  quite  usefully  be  extended  to  bank  acquisition 
proposals. 

The  Board  is  also  committed  to  continuing  to  develop  supervisory  and 
examination  policies  that  appropriately  reduce  unnecessary  burdens  on  organizations 
with  bank  subsidiaries  that  are  well  capitalized  and  well  managed.  Bui  we  must  not  lose 
sight,  and  the  Leach  bill  does  not,  that  the  umbrella  supervisor  must  still  be  permitted  to 
monitor  both  the  financial  condition  of  the  organization  and  the  potential  transfer  o1  risks 
to  the  insured  depository  affiliates.  Moreover,  we  reiterate  our  concerns  of  iasi  year 
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thai,  however  any  restructuring  is  addressed.  Ihe  Federal  Reserve's  capability  K 
monitor  large  banking  organizaiions  in  order  to  respond  effectively  to  systemic  c 
be  impaired. 

Mr.  Chairman,  you  asked  for  the  Board's  views  on  combining  d 
and  banking.  While  the  Board  supports  wider  permissible  affiliations  between  banks 
and  otfier  financiiU  services  companies,  it  does  not  believe  that,  at  this  lime,  banks 
should  be  affiliated  with  commercial  and  indjstriai  firms.  The  Board  beHeves  that  in  a 
free  market  economy  there  is  a  presumption  of  free  entry  into  any  business — including 
banking — although  safeguards  are  required  when  public  monies  are  at  risk.  However, 
the  Board  believes  it  would  be  prudent  to  delay  enacting  the  authority  to  link  commerce 
and  banking  until  we  have  gained  some  actual  experience  with  wider  financial 
ownership  of.  and  wider  activities  lor,  banking  organizations.  We  should  reflect 
carefully  on  such  a  basic  change  in  our  institutional  framework  because  it  is  a  step  that 
would  be  difficult  to  reverse. 

Vour  invitation  letter  also  asked  about  experience  with  banking  and 
commerce  abroad.  Our  review  of  the  industrial  countries  with  internationally  important 
banking  sectors  suggests  that  all  seven  (the  non-U. S.  G-7  plus  Switzerland)  permit 
limited  ownership  of  banks  by  commercial  firms  and  some  ownership  of  commercial 
firms  by  banks.  In  practice,  despite  the  legal  permissibility,  banking-commerce  ties  are 
limited.  In  none  of  Ihe  seven  countries  are  any  of  the  largest  banks  owned  by 
commercial  firms.  Banking  and  commerce  affiliations  are  much  more  commonly  in  the 
form  of  banks'  holding  sizable  equity  stakes  in  commercial  firms,  rather  than  vice  versa. 
Only  in  Germany  is  bank  control  of  commercial  firms  comrrxm place,  and  in  that  country 
a  banking  license  is  required  to  engage  in  any  one  of  a  number  of  credit  services  which 
are  performed  in  the  United  States  and  in  other  countries  by  r\orit>ar\k  financial 
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institutions.  In  Japan,  banks'  equrty  holdings  ate  substantial  relative  to  bank  capital, 
but.  just  as  in  the  case  of  U  S  bank  holding  companies,  a  bank  in  Japan  may  not  hold 
mofs  than  5  percent  of  another  company's  shares. 

There  are  two  main  benefits  from  bank  ownership  of  commercial  firms. 
One  benefit  is  that  such  arrangements  'educe  the  information  costs  associated  with 
long-term  projects,  so  that  9x  ante  profitable  long-term  projects  are  more  likely  to  be 
funded.  A  second  benefit  is  that  adding  equities  to  the  mix  of  instruments  in  a  bank's 
portfolio  increases  the  potential  lor  portfolio  diversification.  However,  foreign 
experience  demonstrates  that  there  are  costs  from  bank  ownership  of  commercial 
firms.  Banking-commerce  ties  may  induce  banks  to  continue  to  finance  a  project 
beyorv]  the  point  at  which  it  is  prudent  to  do  so.  In  addition,  equity  holdings  increase 
the  sensitivity  of  bank  capital  to  equity  market  volatility,  as  has  been  the  case  in  Japan, 
thus  exposing  banks  to  additional  risk.  A  third  cost,  illustrated  by  Germany,  is  the 
tendency  for  capital  markets — especially  equity  markets — to  be  less  fully  developed 
under  a  system  of  bank-dominated  financing. 

Over  the  last  three  decades,  deposit  protection  schemes  have  been 
established  in  a)l  seven  countries  to  avoid  funs  by  depositors  at  small  banks.  Financial 
problems  at  larger  banks  are  normally  dealt  with  by  cooperative  edorls  of  commercial 
banks  and  governments.  I  should  note  that  all  these  countries  impose  restrictions  on 
banking-commerce  ties  in  order  to  limit  the  risks  resulting  from  such  ties.  As  I  noted, 
the  risks  associated  with  commercial  firm  control  of  banks  appear  to  be  limited  by 
permitting  commercial  firms  to  control  only  small  banlts.  in  addition,  all  the  countries 
except  Japan  limit  the  risks  associated  with  bank  ownership  of  commercial  lirms  by 
limiting  banks'  total  equity  holdings  to  a  fraction  of  bank  capital.  Even  wtih  these  limits, 
recent  losses  stemming  from  bank  affiliations  with  commercial  firms,  most  notably  at 
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Melallgesellsctiaft  in  Germany  and  Credit  Lyonnais  in  France,  have  sparked  public 
debate  in  these  countries  about  the  advisability  of  banking-commerce  ties. 

In  the  United  States,  Ihe  public  debate  continues  to  locus  on  wider 
aHiliaiions  between  banks  and  other  linancial  (irms.  On  more  than  one  occasion,  bills 
to  permit  al  least  securities  atfitiates  were  approved  by  the  banking  comminees  in  both 
houses,  as  well  as  by  the  lull  Senate  on  several  occasions.  In  the  meanlime, 
technological  change,  globalization,  and  market  innovations  have  continued.   In  such  a 
context,  modernization  of  our  tinandal  system  should  be  of  high  priorily  in  order  better 
to  serve  the  U.S.  public.  Consequently,  the  Board  bekeves  it  is  timely,  desirable,  and 
prudent  to  authorize  wider  affilialions  between  banks  and  other  financial  service 
providers,  the  approach  contained  in  the  revised  Leach  bill  would  be  a  major  step  in  the 
modernization  of  our  financial  system,  which  sadly  now  operates  under  increasingly 
outdated  restrictions  and  prohibitions. 
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Mr.  Chairman  and  membera  of  the  Comm 

ittee,  I  appreciate  anc 

welcome  this  opportunity  to  present  the  v 

lews  of  the  Federal 

Deposit  Insurance  Corporation  on  the  Fine 

ncial  Services 

Competitiveness  Act  of  199S,  and  related 

issues.   1  commend  you 

1  the  need  foi 


The  FDIC  supports  a  repeal  of  the  Glaas-Steagall 
restrictions  on  the  securities  activities  of  commercial  banking 
organizations,  provided  that  this  is  accompanied  by  the 
appropriate  protection  to  the  insurance  funds.   In  the  financial 
and  regulatory  environment  of  today,  the  Glass -Steagall 
restrictions  do  not  serve  a  useful  public  purpose.   Repeal  of  the 
restrictions  would  strengthen  banking  organizations  by  allowing 
diversification  of  income  sources  and  better  service  to 
customers,  and  would  promote  an  efficient  and  competitive 
evolution  of  U.S.  financial  markets. 

History  demonstrates,  however,  that  expansion  of  the 
activities  of  banking  organizations  must  be  accompanied  by 
adequate  safeguards.   The  controls  that  exist  today  to  protect 
insured  institutions  from  the  risks  of  related  nonbanking 
entities  have  generally  proven  satisfactory  in  the  normal  course 
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of  business.  Mhen  banking  organizations  have  experienced  se^ 
financial  aCresE,  however,  interaffillate  transactions  have 
occurred  that  have  resulted  in  material  losses  to  the  deposit 
insurance  funds,  although  interaf filiate  transactions  were  nc 
solely  responsible  for  any  bank  failures.  The  FDIC  has  a  spe 
1  the  adequacy  of  safeguards  to  protect  the  deposit 
!  funds.  Chairman  Leach  has  recognized  the  need  for 
Is  in  the  proposed  Financial  Services  Competit 
My  testimony  contains  several  specific  cominc 


Financial  markets  have  changed  dramatically  since  1933,  when 
Che  GlasB-Steagall  Act  first  imposed  a  separation  between  banking 
and  securities  underwriting  activities,  and  since  1956,  when  the 
Bank  Holding  Company  Act  further  limited  the  activities  of  bank 
affiliates.   To  a  greater  extent  than  ever  before,  nonbanking 
firms  now  are  offering  financial  products  that  were  once  the 
exclusive  domain  of  banks.   Improvements  in  information 
technology  and  innovations  in  financial  markets  make  it  possible 
for  the  best  business  customers  of  banks  to  access  the  capital 
markets  directly,  and,  in  the  process,  to  bypass  traditional 
f  inancial  intermediaries . 

Large  corporations  meet  their  funding  needs  through  the 
issue  of  commercial  paper,  debt  securities,  equity  and  through 
loans.   The  Glass -Steagall  restrictions  prevent  most  banking 
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organizations  from  providing  the  full  range  of  funding  options  to 
their  customers.   The  shrinking  role  of  banks  in  lending  Co 
business  is  illustrated  by  Che  declining  proportion  bank  loans 
represenC  of  Che  liabillcies  of  nonfinancial  corporations.   This 
share  declined  from  abouC  22  percenC  in  1974  to  13.5  percenC  in 
1994,  the  lowest  proportion  since  these  data  were  firsc  collected 
in  the  early  1950s.   Similarly,  it  is  noteworthy  that  banks  have 
grown  much  less  rapidly  than  other  financial  intermediaries 
during  the  past  ten  years.   For  example,  during  this  period 
banking  asseCs  grew  at  an  average  annual  rate  of  4.9  percent, 
compared  to  growth  rates  of  28.7  percenC  and  19.8  percent  for 
mutual  funds  and  securities  firrrs,  respecCively .   Attachment  A 
shows  average  annual  growth  rates  of  the  asseCs  of  various  Cypes 
of  financial  institutions  for  the  past  ten  years. 


:  indirect  evident 


Although  the  banking  industry  has 
^ncly,  the  wide  swings  in  past 
risks  in  the  industry.   In  the 
ing  industry  achieved  both  its  lowesc 
(about  0.09  percenC  in  1987)  and  its 

{1.20  percent  in  1993)  since  the 
t  insurance.   As  discussed  in  Attachment 
n  Che  health  and  performance  of  Che 
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industry  may  resulC  in  part  from  constraints  that  limit 
alternatives  for  generating  profits.   Restrictions  that  resulted 
in  the  loss  of  many  of  their  best  corporate  loan  customers, 
combined  with  the  need  to  maintain  profit  margins  and  keep  market 
share,  led  many  banks  to  increase  their  concenC rat ions  in 
alternative  high-yield  assets.   Some  of  these  investments,  such 
as  construction  and  real  estate  development  loans,  loans  to 
developing  country  borrowers  and  loans  to  finance  highly 
leveraged  commercial  transactions,  carried  higher,  sometimes 
unfamiliar,  credit  risks.   Other  investments,  including  longer- 
term  fixed-rate  securities  and  home  mortgage  loans,  as  well  as 
securities  derivatives,  increased  the  interest-rate  risk  of 

Some  might  ask  whether  we  are  forgetting  the  lessons  of  an 
earlier  time  --  the  192as  and  1930s.   Congress  imposed  the 
restrictions  of  Glass-Steagall  In  reaction  to  the  abuses  of  bank 
securities  affiliates  and  the  perception  that  the  abuses 
contributed  substantially  to  the  banking  crisis  of  the  1930s. 
Attachment  C  to  my  testimony  describes  the  historical  evidence  on 
this  subject.   The  evidence  generally  suggests  that  the  concerns 
that  bank  securities  activities  played  a  major  causal  role  in  the 
banking  crisis  were  overblown,  and  that  remedies  other  than  the 
Glass-Steagall  restrictions  would  have  addressed  the  abuses  more 
effectively. 
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the  historical  debate  is  finished,  however,  we  come  t 
have  in  place  today  a  regulatory  structure  of 
sive  banking  and  securities  regulation  that  did  not 
1933,  including  restrictions  on  interaf filiate 
□ns .   Repeal  of  the  Glase-sceagall  prohibitions  will  I 
confidence  in  that  regulatory  structure.   On  balance, 
he  risks  can  be  contained  and  that  the  benefits  outwe: 


Finally.  I  would  argue  that  any 
banking  organizations  should  proceed 

manner.  Banking  organizations  have  expertise  in  managing 
financial  risks.  We  should  develop  a  body  of  experience  to 
evaluate  the  safety- and- soundness  implications  of  any  new 
financial  affiliations,  before  allowing  broader  affiliations  w: 
firms  exposed  to  a  different  range  of  risks.  The  limited,  but 
generally  successful,  experience  of  the  affiliation  of  savings 
associations  with  commercial  firms  may  provide  a  useful  startii 
point  for  such  an  evaluation  in  the  future.  However,  it  does  i 
provide  a  clear  model  for  intermingling  the  more  comprehensive 
risk  profile  of  banking  with 


My  testimony  will  first  summarize  the  special 
the  FDIC,  as  deposit  insurer,  with  respect  to  expa 
of  bank  subsidiaries  and  affiliates.  Next,  I  will 
safeguards  that  are  necessary  to  protect  the  depos 
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funds  and  Che  financial  system,   t  will  then  revievi  che 
advantages  and  disadvantages  of  particular  organizational 
I  with  respect  to  the  location  of  new  securities 
i.      The  balance  of  my  testimony  will  focus  on  specific 
J  of  the  Financial  Services  Competitiveness  Act  of  1995. 

PEBSPSCTIVB  or   THB  DEPOSIT  INSURER 


As  Che  deposit  insurer,  the  FDIC  has  a  vital  interest  in  the 
safety  and  soundness  of  insured  institutions  and  the  integrity  of 
the  deposit  insurance  funds.   Events  of  the  past  decade  have 
demonstrated  how  costly  deposit  insurance  can  be.   The  Bank 
Insurance  Fund  (BIFJ  and  the  banking  industry  have  spent  almost 
533  billion  to  resolve  failing "banks  in  the  period  from  19B5  to 
1994  (see  Figure  1) .   The  thrift  crisis,  in  contrast  borne  by  the 
taxpayers,  has  been  estimated  to  cost  $150  billion. 

We  cannot  attribute  all  of  the  insurance  losses  to  economic 
events  or  poor  management  of  depository  institutions.   A 
significant  share  of  the  responsibility  must  be  assigned  to 
poorly  planned  deregulation  emd  ineffective  supervision  in  some 
areas.   Thus,  it  is  imperative  that  we  proceed  deliberately  as  we 
contemplate  a  substantial  expansion  of  the  powers  available  to 
banking  organizations. 
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Insurance  Premiums  (assessn^nts) 


IMS        1967        19BS 


1W1     199!     ie«a      1904- 


Cumulative  Deposit  Insurance  Cost  •  Ten  Years  Ending  1994 

FDIC  Bank  Insurance  Fund 


Wa        1990        1991        1903        1393        1994  * 
11,549     17.822     £0.678     27,417     32,112     32,682     32.621 
6.419       6.304     11,159     16,320     21,906     27,692     33.283  * 
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In  Che  last  ten  years,  there  have  been  1.368  failures  of 
insticutions  insured  by  the  Bank  Insurance  Fund,  accounting  for 
almost  two-thirds  of  the  2,121  failures  that  have  occurred  since 
Che  inception  of  federal  deposic  insurance  in  1933.   These  failed 
banks  had  combined  assets  of  S236  billion,  and  cost  an  escimaced 
S32.B  billion  to  resolve.    The  number  of  failures  reached  an 
annual  record  level  of  221  in  1988.  while  the  losses  and  combined 
asseCs  of  failed  banks  peaked  in  1991.    The  thirteen  bank 
failures  in  1994  were  the  fewest  since  ten  banks  failed  in  1981. 
and  speak  to  the  significantly  improved  financial  condition  of 
the  banking  industry. 


While  a  number  of  factors  c 
decline  of  bank  failures  during  this  period,  two  elements  --  th( 
1  of  'rolling  regional  recessions."  coupled  with 

1  geographic  diversif icacion  in  some  regions  --  arc 
reflecced  in  the  geographic  patterns  of  failures.   The 
agricultural  Midwest,  the  Southwestern  oil  states.  New  England, 
and  California  all  experienced  sharp  increases  in  bank  failures 
in  the  past  decade,  stemming  in  large  part  from  regie 
downturns.   In  general,  the  largest  losses  to  the  FDIC  c 
in  those  states  where  regional  recessions  have  been  most 


The  most  costly  failures  can  be  linked 
concentrations  in  commercial  real-estate  lending  and  constri 
and  land  development  loans .   Rapid  accumulation  of  these  loc 
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preceded  the  rise  in  faili 
regions  where  Che  FDIC  loi 
published  in  1990  found  tl 


local  real-escate  markets  I 
England  also  had  much  highc 


had  little  previous  experi 


res  in  the  Southwest  and  Northeast,  th« 
!es  were  greatest.   An  FDIC  study 
It  failing  banks  in  Texas  increased 
:Be   assets  long  after  Che  decline  in 
lad  begun.   Failed  savings  banks  in  He* 
:r  proportions  of  their  balance  sheets 
id  land  development  loans,  where  they 


There  are  two  lessons  to  be  drawn  from  these  experiences. 
First,  inadequate  diversification  of  income  sources  is  dangerous 
for  banking  organizations.  This  is  an  argument  in  favor  of  the 
repeal  of  the  Glass-Steagall  restrictions.  Second,  rapid  growth 
in  lending  by  insured  institutions  --  particularly  in  unfamiliar 
activities  --  can  result  in  significant  losses.  This  emphasizes 
the  need  for  strong  supervision  and  monitoring  by  the  regulators 
using  adequate  safeguards  to  protect  insured  financial 


The  Demise  of  the  FSLIC 

The  experience  of  the  thrift  industry  in  the  1980s  serves  as 
an  even  stronger  reminder  of  the  importance  of  maintaining  safety 
and  soundness  standards.   The  highlights  of  the  experience  bear 
repeating  as  we  consider  the  expansion  of  activities  of  banking 
organizations.   In  the  early  1980s,  most  of  the  thrift  industry 
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:ally  insolvent  due  to  interest -rate- induced  losses 
from  lending  longer  Cerm  at  lower  interest  rates  and  borrowing 
ahort-term  at  higher  interest  rates.   Rather  than  address  the 
problems  directly,  the  political  and  regulatory  response  was  to 
relax  capital  and  accounting  standards,  forbear  from  closing 
insolvent  institutions,  and  expand  the  powers  available  to 


Federal  legislation  in  the  early  1980s  significantly 
liberalized  the  permissible  assets  of  thrifts.   By  1382,  thrifts 
could  make  commercial  mortgage  loans  of  up  to  40  percent  of 
assets,  consumer  loans  up  to  30  percent  of  assets  and  commercial 
loans  and  leases  each  up  to  10  percent  of  assets.   By  midyear 
1983,  the  Federal  Home  Loan  Bank  Board  (FHLBB)  allowed  federally 
chartered  savings  and  loan  associations  to  invest  up  to  11 
percent  of  their  assets  in  high-risk  bonds.   Direct  equity 
investments  in  real  estate,  equity  securities  and  in  subsidiary 
service  corporations  were  permitted  up  to  three  percent  of 
assets.   Several  states  permitted  state -chartered  institutions 
significantly  greater  scope  for  direct  investments.   The  attempt 
by  many  troubled  institutions  to  use  the  new  powers  to  "grow 
themselves  out  of  their  problems"  added  substantially  to  the  cost 
of  the  thrift  crisis. 

Some  might  argue  that  the  experience  of  thrifts  in  the  19B0S 
is  irrelevant  today.   I  would  disagree.   Wherever  there  is  a 
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Jill  be  some  who  acceinpt  Co  exploit 
;rns  must  be  in  place  to  contain  Chese 
trvisory  staff  that  has  been  trained 
.□nal  activities  will  need  to  become 


!  and  potential  lot 


We  also  must  keep  in  mind  the  extent  to  which  a  sti 
deposit  insurance  system  depends  on  a  sound  regulatory  f 
as  we  eliminate  the  Glass- Steagall  barriers.   Securities 
activities  o£  banking  organizations  should  be  subject  to  the 
regulation  of  the  Securities  and  Exchange  Commission  (SEC) .   As 
securities  activity  increases  in  the  banking  industry,  ao  will 
the  role  of  functional  regulation  and  the  need  to  coordinate  the 
distinct  regulatory  approaches.   Supervision  has  been  the 
keystone  of  the  regulation  of  commercial  banking,  while 
disclosure  and  market  discipline  have  been  the  key  elecnents  of 
securities  regulation.   The  challenge  will  be  to  combine  these 
approaches  in  a  seamless  fashion  that  permits  no  gaps  that  might 
threaten  the  insurance  funds,  and  yet  avoids  burdening  bzmks  with 
regulatory  overlap. 

Finally,  as  banking  organizations  enter  new  activities,  care 
should  be  taken  to  confine  deposit  insurance  protection 
appropriately.   Securities  markets  in  the  United  States  are 
dynamic  and  innovative;  they  have  expanded  the  growth  potential 
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of  the  economy  and  have  become  the  envy  of  the  world.   Our 
securities  markets  da  not  need  the  backing  of  the  deposit 
insurance  guarantee,  nor  do  they  need  the  added  requirements  of 
bank  regulation  that  come  with  it.   To  promote  the  continued 
efficiency  of  securities  markets,  as  well  aa  to  protect  the 
insurance  funds  from  undue  risk,  it  is  critical  to  separate  the 
insured  entity  from  the  aecurities  units  of  the  banking  firm. 
This  will  be  addressed  more  extensively  in  the  following 
discussion  of  necessary  safeguards  to  Che  insurance  funds  and  the 
appropriate  structure  for  the  conduct  of  new  activities  by 
banking  organizations. 

PROTECTIOH  TOR   THX  INSnXAMCX  FUNDS 

My  testimony  has  emphasized  that  in  expanding  the  securiticE 
activities  of  banking  organizations,  we  must  not  lose  sight  of 
Che  need  to  maintain  the  safety  and  soundness  of  insured 
institutions.   This  requires  protection  against  inappropriate 
transactions  between  insured  institutions  and  the 
subsidiaries  and  affiliates. 


In  general  terms,  there  are  two  areas 
insurance  standpoint  with  respect  to  transactions  between  an 
insursd  institution  and  a  related  securities  firm.   The  first 
involves  the  inappropriate  use  of  an  insured  institution  to 
benefit  a  related  securities  firm  in  the  course  of  business. 
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13 
second  arises  when  an  insured  institution  is  in  danger  of 

owners  and  creditors  of  the  related  entities  to  extract  value 
from  the  insured  entity  prior  to  its  failure  in  order  to  maximize 
the  share  of  losses  borne  by  the  FDIC  and  minimize  their  own 
losses.   The  FDIC's  experience  suggests  useful  lessons  regarding 
necessary  protection  for  the  insurance  funds  in  both  areas. 

There  are  numerous  ways  an  insured  institution  could  benefit 
a  related  securities  firm  in  the  course  of  business.   These 
include:   direct  equity  injections  Co  a  securities  subsidiary; 
upstreaming  of  dividends  to  a  parent  that  are  used  to  inject 
equity  to  a  securities  affiliate;  purchasing  of  assets  from,  or 
extensions  of  credit  to,  the  related  firm;  issuing  a  guarantee, 
acceptance  or  letter  of  credit  for  the  benefit  of  the  related 
firm;  extending  credit  to  finance  the  purchase  of  securities 
underwritten  by  the  related  firm;  and  extending  credit  to  the 
issuers  of  securities  underwritten  by  the  related  firm  for 
purposes  of  allowing  the  issuers  to  make  payments  of  principal, 
interest  or  dividends  on  Che  securities. 

There  are  three  main  dangers  in  such  transactions  from  the 
standpoint  of  the  deposit  insurer.   First  is  Che  danger  that  the 
consolidated  entity  will  attempt  to  use  the  resources  of  the 
insured  institution  to  promote  and  support  the  securities  firm  in 
a  way  Chat  coopromlses  the  safety  and  soundness  of  the  insured 
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instlcuCion.  An  equally  important  concern  is  chat  the  business 
relationship  between  the  insured  entity  and  the  securities  firm 
will  create  a  misperception  that  the  investment  products  of  the 
securities  firm  are  federally  insured.  Finally,  there  Is  the 
danger  that  the  business  and  operating  relationship  will  cause 
the  courts  to  "pierce  the  corporate  veil"  --  that  is.  Co  hold  the 
insured  entity  responsible  for  the  debts  of  the  securities  firm 
in  the  event  the  securities  firm  fails. 

Current  law  provides  a  number  of  safeguards  against  these 
dangers.   ACtachnent  D  provides  a  aumnary  of  some  of  the  major 
provisions.   He  must  be  concerned  with  how  well  these  safeguards 
will  work  after  Glass-Steagall  restrictions  are  lifted.   The 
ejcperienee  with  the  involvement  of  banks  with  securities 
activities  has  to  this  point  been  limited,  but  generally 
favorable.   Since  1987,  the  Federal  Reserve  has  allowed  limited 
securities  activities  in  so-called  -Section  20  subsidiaries'  of 
bank  holding  companies.   The  Federal  Reserve  indicates  that  there 
have  been  no  instances  in  which  a  Section  20  subsidiary  adversely 
affected  an  affiliated  bank.   There  are  currently  36  bank  holding 
companies  that  have  Section  20  subsidiaries;  these  subsidiaries 
range  in  size  from  a  few  million  dollars  in  assets  to  tens  of 
billions  of  dollars  in  assets.   There  has  been  one  failure  of  an 
insured  institution  affiliated  with  a  Section  20  subsidiary.   The 
Section  20  subsidiary  played  no  role  in  causing  the  failure. 
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U.S.  banks  also  are  permicted  to  engage  i 
acCivicies  overseas  within  various  percentage  and  dollar 
limitations.   Typically  these  activities  are  conducted  by 
subsidiaries  of  Edge  Corporations,  which,  it)  turn,  are  generally 
subsidiaries  of  U.S.  banks.   Federal  Reserve  staff  indicate  that 
theae  activities  have  not  posed  any  significant  safety  and 
soundness  problems  for  U.S.  banks. 

The  FDIC  permits  institutions  it  supervises  to  engage  in 
securities  activities  through  "bona  fide  subsidiaries'  --  that 
is,  subsidiaries  that  meet  certain  criteria  designed  to  ensure 
corporate  separateness  from  Che  insured  banks,   A  detailed 
description  of  these  subsidiaries  and  the  FDIC s  regulatory 
safeguards  in  place  to  insulate  the  insured  institution  Is 
included  in  Attachment  D.   More  limited  activities  are 
permisBihle  to  subsidiaries  that  do  not  meet  the  "bona  £ide' 


The  experience  of  banking  organizations  conducting 
securities  activities  through  such  subsidiaries  has  been  llmiced. 
Currently,  only  one  FDIC -supervised  institution  owns  a  subsidiary 
actively  engaged  in  the  full  range  of  securities  activities 
permitted  by  the  FDIC,   There  are,  however,  over  400  insured 
nonmember  banks  that  have  subsidiaries  engaged  in  more  limited 
related  activities.   These  include  management  of  the 
iritles  portfolio,  investment  advisory  activities,  and 
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1  cause  tor  i 


Thero  has  been  one  failure  of  an  insured  ineticution 
auperviaed  by  the  FDIC  that  conducCed  securities  activities 
through  a  subsidiary.   While  not  the  sole  cause  of  the  failure, 
the  business  relationship  with  the  securities  subsidiary  added  to 
the  cost  of  the  failure.   The  bank  made  a  substantial  unsecured 
loan  that  was  used  to  benefit  the  securities  subsidiary.   This 

was  in  compliance  with  the  restrictions  on  affiliate 
3    of  Section  23A  because  Section  23A  does  not  apply  to 
3  between  a  bank  and  its  subsidiary.   This  is  an  area 
where  Congress  should  consider  strengthening  the  provisions  of 
Section  23A  to  apply  to  subsidiaries  of  the  bank  engaged  in 


The  experience  with  bank- sponsored  mutual  funds  has  also 
been  free  of  substantial  safety  and  soundness  concerns. 
Nevertheless,  this  experience  demonstrates  that  the  mixing  of 
banking  with  securities  activities  is  not  without  risk.   Within 
the  last  year,  12  banking  organizations  have  elected  to  provide 
financial  assistance  to  their  proprietary  money-market  mutual 
funds.   The  assistance  has  ranged  from  $1  million  to  about  SB3 
million.   The  decisions  to  provide  assistance  presumably 
reflected  business  judgments  that  weighed  the  cost  of  the 
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assistance  against  the  loss  of  reputacional  capital  that  these 
organizations  would  have  sustained  if  investors  in  their  mutual 
funds  had  suffered  losses. 

None  □£  these  episodes  posed  any  serious  safety  and 
soundness  concern  to  the  insured  entities.   In  all  but  two  casei 
the  assistance  was  provided  by  the  holding  con^any   rather  than 
Che  bank,  and  in  no  case  did  the  assistance  exceed  approxintacel] 
one  percent  of  the  consolidated  capital  of  the  holding  con^iany. 
Nevertheless,  the  instances  serve  as  a  reminder  that  banking 
organizations  can  have  an  incentive  to  manage  their  busir 
a  unit,  and  the  result  may  involve  the  transfer  of  i 
among  affiliates  that  can  adversely  affect  the  insured  entity. 

To  Eummarize,  the  affiliation  of  banking  and  securities 
activities  as  it  currently  exists  in  both  bank  subsidiaries  and 
bank  affiliates  has,  in  general,  not  presented  significant  safety 
and  soundness  concerns.   This  experience  suggests  that  current 
safeguards  are  for  the  most  part  adequate  and  that  any  reform  of 
Glass-Steagall  should  include  similar  safeguards  against  dealings 
between  the  Insured  bank  and  a  securities  affiliate. 

Although  the  experience  thus  far  has  been  generally 
positive,  it  has  been  limited.   As  mentioned  above,  we  have  not 
seen  the  combination  o£  a  failed  or  severely  distressed  bank  Chat 
was  associated  with  significant  securities  activity.   This  is 
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important  trcxn  Che  perspective  □£  Che  depos 
past  decade  provided  examples  where  discressed  banks  breached 
scacutotry  oc  regulatory  proCecCion  of  Che  insured  bank  co  the 
deCrimenC  of  Che  FDIC. 

While  none  of  the  interaff iliace  ctansaccionB  were  solely 
responsible  for  the  failure  of  any  insured  institutions,  there 
were  a  number  of  instances  where  'deathbed  transactions"  were 
proposed  or  consummated  that  served  to  advantage  the  holding 
company  or  an  affiliate  at  the  expense  of  the  insured  bank.   The 
transactions  often  involved  sums  in  the  tens  of  millions  of 
dollars.   Hot  all  of  these  transactions  required  regulatory 
approval.   The  regulators  often,  but  not  always,  denied  those 
chat  did. 

Banlc  holding  con^>anie8  generally  receive  Cax  payments  from  and 
downstream  tax  refunds  to  their  banking  subsidiaries,  acting  as 
agent  between  the  bank  and  the  IRS.   The  FDIC  has  observed  that 
in  some  cases  unpaid  tax  refunds  tended  to  accumulate  on  the 
books  of  failing  bank  subsidiaries,  leaving  the  cash  with  the 
holding  company.   This  practice  Cook  place  without  regulatory 
approval . 

Consolidation  of  nonbank  acciviti*s  at  the  parent  level  is 
another  way  to  transfer  value  away  from  insured  bank 
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subsidiaries.   One  notable  case  involved  the  consolidation  of 
trust  operations  at  the  subsidiary  banks  into  a  single  parent- 
owned  company  that  was  later  sold  at  a  profit.   When  service 
company  affiliates  carry  out  data  processing  or  other  activities 
for  banks,  the  issue  o£  intercompany  pricing  also  is  raised.   Ii 
one  case  Che  FDtC  observed  a  large  and  retroactive  increase  in 
charges  by  an  asset  management  company  to  troubled  bank 
affiliates.   In  other  cases,  service  company  affiliates  failed  t 
provide  promised  overhead  reimbursement  for  the  use  of  bank 


Linked  deals  involving  the  sale  of  purchased  mortgage 
servicing  rights  have  in  some  cases  been  used  either  to  subsidize 
the  sale  of  a  holding  company  asset  or  to  allow  the  bank 
subsidiary  to  book  an  accounting  gain.   The  effect  of  a  linked 
deal  may  be  to  either  transfer  value  to  the  parent  or  delay  the 
cloBing  of  a  subsidiary  without  the  benefit  of  needed  fresh 

Finally,  there  have  been  instances  of  "poison  pills'  created 
by  intsraf filiate  transactions.   In  one  case,  key  bank  staff  were 
transferred  to  Che  holding  company  payroll,  apparently  to  reduce 
the  attractiveness  of  bringing  in  an  ouCside  acquirftr. 
InCeraf filiate  data  processing  contracts  also  have  been 
scructured  so  as  Co  limic  the  availability  of  information  to  the 
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FDIC  or  an  acquirer  after  the  bank  was  closed,  thereby  making 
regulatory  intervention  more  costly. 


To  summarize,  factors  other  than  interaf filiate  t 
typically  have  caused  the  failure  of  PDIC-insured  subsidiaries  of 
bank  holding  companies.   However,  such  transactions  were  used  in 
several  cases  to  extract  value  from  the  insured  bank  just  prior 
to  its  failure  at  the  expanse  of  the  deposit  insurance  fund. 
This  generally  did  not  come  about  through  excessive  dividends  or 
the  transfer  of  blatantly  miavalued  assets.   They  more  often  came 
about  through  the  pricing  of  services  traded  between  affiliates, 
early  retirement  of  subordinated  debt  and  linked  deals  involving 
third  parties.   These  transactions  probably  added  tens  of 
millions  of  dollars  to  the  losses  realized  in  c-eaolving  these 
large  banking  organizations. 

Some  of  the  moat  spectacular  enamplea  of  inappropriate 
intercCMnpany  transactions  come  from  the  thrift  industry  in  the 
19eOs.   Thrifts  have  traditionally  spawned  a  variety  of 
subsidiary  service  corporations  to  perform  tasks  such  as  mortgage 
servicing,  brokerage,  title  insurance  and  other  types  of 
insurance.   With  the  liberalization  of  federal  and  state 
restrictions  on  direct  real  estate  investment  in  the  early  1980e, 
the  real  estate  development  subsidiary  became  a  common  vehicle 
for  these  activities.   However,  while  federally  chartered 
institutions  in  the  early-  to  mid-lSBOs  were  limited  to  Investing 


db,  Google 


of  asseCB  in  Chese  activities,  state -chartered 
in  California  and  Texas  could  make  virtually 


Two  factors  made  this  liberalization  of  powers  particularly 
conducive  to  creating  losses  for  the  Federal  Savings  and  Loan 
Insurance  Corporation  (FSLIC)  and  later  Che  Resolution  Trust 
Corporation  (RTC) .   First,  under  regulatory  accounting  practices, 
direct  investments  in  subsidiaries  were  carried  on  the  books  of 
the  parent  thrift  at  historical  cost,  instead  of  their  market 
value,  which  was  often  considerably  lower.   Second,  thrift 
regulators  as  a  rule  neglected  to  conduct  detailed  examinations 
of  subsidiary  operations.   Under  these  conditions,  thrift 
managers  were  free  to  invest  in  residential  and  commercial  real 
estate  development  activities  with  which  they  had  little 
experience,  and  when  these  projects  became  problematic  they  could 
use  a  variety  of  transactions  to  hide  the  losses.  The  thrift 
could  make  unsound  loans  to  help  sell  new  properties  built  by  the 
subsidiary.   In  some  cases  the  thrift  would  sell  the  note  to  the 
subsidiary,  removing  it  from  the  balance  sheet  for  a  period. 

An  empirical  study  of  the  reported  earnings  of  direct 
investment  subsidiaries  of  federally  insured  thrifts  from  1980  to 
13B5  shows  that  profitability  declined  dramatically  as  the  size 
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of  the  subsidiary  grew  as  a  percentage  of  total  thrift  asseCB.' 
This  is  consistent  with  the  observation  that  the  real  estate 
subsidiaries  were  a  dumping  ground  for  hidden  thrift  losses  in 
Che  ISBOs. 

Our  review  of  the  examples  described  above  suggests  that, 
for  the  moat  part,  the  problem  has  not  been  that  the  existing 
protections  were  inadequate.   Instead,  it  appears  that  the 
regulatory  community  has  been  reluctant  at  times  to  enforce  these 
protections.   This  reluctance  is  understandable  to  some  extent, 
given  the  considerable  uncertainties  that  surround  banks  in 

ie  desire  to  mitigate  market  pressures  that  may 
rily  aggravate  the  plight  of  those  banking  organizations 


What  steps  can  be  taken  to  encourage  more  vigilant 
enforcement  of  protections?  First,  the  enforcement  of  safeguards 
against  transactions  between  an  insured  bank  and  its  securities 
affiliates  should  allow  for  few  exceptions.   Congress  should 
consider  whether  the  perspective  of  the  FDIC  as  insurer  would  be 
useful  in  identifying  through  guidelines  or  other  means,  those 
limited  areas  where  exceptions  to  the  safeguards  may  be 
beneficial  without  creating  the  potential  for  losses  to  the 


'  Rosen,  R.J.,  Lloyd-Davies ,  P.R.,  Kwast ,  M.L.  and  Humphrey, 
D.B.  1989.  "New  Banking  Powers:  A  Portfolio  Analysis  of  Bank 
Investment  in  Real  Estate.'  Journal  of  Banking  and  Finance  13 
(1989) :  355-e6. 


d  by  Google 


i   funds.   In  addition  or  in  Che  alternative,  it  may  be 
useful  CO  develop  an  interagency  codification  of  the  standards 
for  enforcing  sections  23A  and  23B  of  the  Federal  Reserve  Act,  so 
that  insured  financial  insCitutions  and  all  regulatory  agencies 
will  have  clear  notice  and  fuller  understanding  of  the  nuances  of 
these  safeguards.   Me  should  also  consider  increasing  the 
protections  of  Section  23A  with  respect  to  extensions  of  credic 
and  similar  transactions  between  a  bank  and  its  wholly  owned 
subsidiary.   Second,  while  sound  business  judgment  should  dictate 
when  healthy,  well-capitaliied  banks  provide  support  to  related 
entities,  such  support  should  come  through  the  transfer  of  excess 
bank  capital  --  beyond  the  capital  required  for  a  well- 
capitalized  bank  --  not  through  the  relaxation  oE  safeguards  such 
as  those  diBcusaed  earlier.   For  bank  holding  companies,  this 
means  the  well-capitalized  bank  could  provide  dividends  that 
allow  the  parent  to  provide  support  to  non-bank  subsidiaries. 
For  banks  conducting  activities  in  subsidiarieB,  the  bank  could 
make  additional  equity  investments  in  the  subsidiary  and  those 
investments  should  be  deducted  from  bank  capital  before 
determining  whether  the  insured  bank  meets  the  standard  of  being 
well -capitalized. 

In  addition,  bank  regulators  may  want  to  consider  whether  to 
require  real-time  reporting  of  intercompany  transactions  under 
certain  conditions,  as  the  SEC  does  in  some  contexts.   These 
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requirements  may  be  tied  to  the  capital  level  of  the  bank,  the 
size  of  the  transaction,  or  other  relevant  factors. 


As  the  deposit  Insurer,  it  is  the  PDIC's  responsibility  not 
only  to  protect  depositors  when  a  bank  fails,  but  also  to  learn 
from  Che  failure  of  that  bank.   The  FDIC  is  prepared  to  provide 
information  and  analysis  to  fellow  regulators  where  there  is 
evidence  that  intercompany  transactions  have  contributed  to  the 
failure  of,  or  increased  the  cost  of  resolving,  an  insured 
institution.   Such  reports  would  contribute  to  an  increased 
understanding  and  awareness  of  these  issues,  and  we  believe 
ultimately  would  promote  improved  enforcement  of  the  safeguards. 

STRUCTUKAI.  ISSUBS 

An  important  consideration  in  the  deliberations  ccmcerning 
the  possible  combination  of  traditional  coranercial  banking  and 
securities  activities  is  the  organizational  structure  under  which 
such  combinations  would  be  permitted.   The  perspective  of  the 

Che  insured  bank  from  the  risks  of  the  secur-ities  underwriting 
activities  and  the  burdens  and  inefficiencies  associated  with  a 
particular  regulatory  structure.   The  following  analysis 
addresses  these  issues. 
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There  are  two  organizational  strucCures  with  which  we  have 
experience  in  the  United  States  that  can  be  used  to  combine 
commercial  and  aecuricies  underwriting  activities.   These  are: 
(II  the  conduct  of  each  activity  in  separate  organizations  owned 
and  controlled  by  a  conraion  "parent"  organization  (the  "bank 
holding  company"  model);  and  (2)  the  conduct  of  each  activity  in 
a   separate  organization,  one  of  which  owns  and  controls  the  other 
entity  (the  "bona  fide  subsidiary'  model! .   A  third  model  --  the 
conduct  of  both  activities  within  the  same  entity  (the  "universal 
banking"  model)  --  has  been  used  in  some  other  developed 
countries.   For  reasons  discussed  in  Appendix  B.  I  believe  that 
universal  banking  is  not  a  inodel  that  would  best  fit  the  dynamic 
financial  marketplace  in  the  United  States  or  provide  sufficient 
protection  for  Che  deposit  insurance  funds  against  the  effects  oE 
potential  conflicts  of  interest  between  banking  and  nonbanking 
functions  in  an  insured  entity. 

The  Bank  Holding  Company  Model 

Since  Che  adoption  of  the  Bank  Holding  Company  Act  of  1956, 
one  of  the  primary  methods  of  expanding  permissible  activities 
beyond  those  associated  with  traditional  commercial  banking  has 
been  through  formation  of  affiliated  entities  within  the  bank 
holding  company  umbrella.   Hithin  this  framework,  banking 
organizations  have  been  permitted  to  engage  in  an  increasing 
array  of  financial  services.   Most  recently,  some  bank  holding 
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companies  have  been  pennittied  by  the  Federal  Reserve  to  engage  in 
corporate  aecuritiea  underwriting  activities  through  so-called 
"Section  20'  subsidiaries.   Attachment  E  describes  in  detail  the 
prohibitions  and  restrictions  on  securities  activities  that  are 
imposed  by  Section  20  of  Che  Glasa-Steagall  Act  and  by  the  Bank 
Holding  Company  Act . 

In  terms  of  the  criteria  for  aafeguarde  sec  forth  earlier, 
the  bank  holding  company  model  has  considerable  meric.   The 
advantages  include : 

•    Provision  of  a  good  framework  for  monitoring 

transactions  between  insured  and  non- insured  affiliates 
and  for  detecting  transfers  of  value  that  could 


•  Maintenance  of  a  meaningful  corporate  separation 
between  insured  and  non-insured  organizations  Co  assure 
that  nonbank  affiliates  have  no  competitive  advantages 
from  Che  insured  status  of  Che  bank. 

The  disadvanCages  of  the  bank  holding  company  model  include: 

•  In  diecresaed  aiCuations,  the  parent  will  have  the 
incentive  to  Cransfer  or  divert  value  away  from  the 
insured  bank,  leaving  greater  losses  for  the  FDIC  if 
the  bank  ultimately  fails;  and 
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•    The  holding  company  model  requires  bank  owners  to 

establish  and  maintain  an  additional  corporation.  This 
may  add  costs,  inefficiencies,  complexity  atud,  in  some 
cases,  an  additional  regulator. 

Bona  Fide  Subsidiary  Model 

From  a  practical  perspective,  there  has  been  less  experience 
with  the  "bona  fide"  subsidiary  form  of  organization  than  with 
the  bank  holding  company  form.   However,  the  eiqjerience  discussed 
earlier  In  this  testimony  supporte  the  view  that  direct  ownership 
□f  a  securities  firm  by  an  insured  bank  need  not  be  significantly 
different  from  the  bank  holding  company  model  in  terms  of 
affording  protections  to  the  deposit  insurance  funds,  and  may 
have  some  additional  advantages. 

Analytically,  there  are  several  factors  that  make  this 
approach  different  from  the  bank  holding  company  model.  The 
advantages  of  the  bona  fide  subsidiary  approach  include: 


The  residual  value  of  the  subsidiary 
bank,  not  the  holding  company;  and 

The  bank,  rather  than  the  parent,  controls  the 
allocation  of  excess  capital  of  the  organization.   This 
may  mean  Chat  in  making  corporate  investment  decisions, 
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greater  weight  will  be  gi\ 

insured  bank.   Financial  J 

to  diversify  the  risks  of  the  bank's  portfolio,  while 

investment  in  systems  and  physical  capital  will  benefit 

the  operations  of  the  bank. 


While  corporate  separateness  theoretically  can  be 
maintained  regardless  of  organizational  atrvictuce,  in 
practice,  a  bank  holding  company  atructure  may  be  a 
more  effective  vehicle  for  this  purpose; 

Inappropriate  wealth  transfers  may  be  more  easily 
executed  if  made  directly  to  a  subsidiary,  rather  than 
indirectly  to  the  parent  and  then  to  an  affiliate;  and 

Consolidated  earnings  of  a  bank  that  includes  a  fully 
consolidated  securities  firm  may  exhibit  more 
volatility  than  the  bank  alone.   This  may  be  negatively 
perceived  by  the  market,  and  might  Inhibit  the  ability 
of  banks  to  raise  capital  or  attract  funds  at  market 


Based  on  these  observations,  it  is  clear  that  there  are 
advantages  and  disadvantages  to  both  models.   Furthermore,  the 
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29 
safeguards  that  are  necessary  to  protect  the  insured  bank:  and 
ultimately  Che  Insurance  funds  can  be  similar  for  either 
structure.   IE  these  safeguards  are  in  place  and  enforced,  either 
approach  will  work.   If  safeguards  are  inadequate  or  there  is  not 
a  strong  commitment  Co  enforcing  them,  Che  deposic  insurance 
funds,  the  financial  system  and  Che  public  will  suffer, 
regardless  of  which  model  is  used. 

In  the  final  analysis,  I  favor  allowing  financial 
institutions  to  choose  the  model  ChaC  best  suits  their  business 
needs,  as  long  as  strong  safeguards  are  in  place  to  protect  Che 
insurance  funds.   I  see  no  reason  for  current  legislation,  which 
is  based  on  a  progressive  vision  of  Che  evolution  of  financial 
services,  to  mandate  a  particular  structure.   A  combination  of 
flexibility  and  sound  regulation  has  contributed  to  the 
successful  development  of  the  U.S.  financial  system,  and  these 
key  elements  should  be  present  in  any  proposal  for  reform. 

COHHXNTS  ON  THB  FINAHCIAL  SERVICES  CC»[FSTITIVEHESS  ACT  07  1995 

Mr.  Chairman,  I  wane  to  commend  you  again  for  holding  this 

debate  on  how  best  to  achieve  financial  services  reform.   The 
Financial  Services  Competitiveness  Act  of  199S,  as  revised  on 
February  24  ("the  bill"),  is  designed  Co  enhance  competition  in 
Che  financial  services  industry  by  providing  a  prudential 
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framework  for  Che  affiliation  of  banks  i 
accomplishes  Chls  by  eliminating  current  statutory 
on  these  affiliations  and  establlBhing  a  comprehens 
for  affiliations  within  a  holding  company  str 
ch«  Federal  Reaerve. 


As  discussed  earlier  in  my  testimony,  the  protections 
against  inappropriate  intercompany  transactions  provided  in  the 
bill  are  sound.   However,  I  am  concerned  about  the  degree  to 
which  exceptions  to  these  restrictions  would  be  possible.   In 
addition,  provided  the  appropriate  protections  are  in  place,  I 
would  support  an  approach  that  allows  a  commercial  bank  the 
flexibility  to  conduct  securities  activities  in  an  affiliate  of 
its  holding  conpany  where  the  bank  has  a  holding  company  or 
wishes  to  organize  one,  or  in  a  subsidiary  of  the  bank  where  the 
approach  more  effectively  conforms  to  the  business  plan  of  the 
organization.   I  do  not  believe  the  advantages  to  the  bank 
holding  company  structure  are  so  pronounced  as  to  justify 
imposing  additional  costs  on  the  banking  system  by  mandating  a 


Criteria  for  Approval 

Under  the  bill,  any  expanded  authority  may  be  exercised  onlj 
through  a  financial  services  holding  company  structure  and  only 
when  the  Federal  Reserve  has  concluded  that  certain  procedural 
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Only  financial  services  holding  companic 
adequately  capitalized  are  eligible  to  acquii 
affiliate.   For  purposes  of  determin: 
services  holding  company  is  adequately  capitalized,  the  holding 
company's  capital  and  total  assets  are  reduced  by  the  holding 
company's  equity  investment  in  any  securities  affiliate,  and 
further  reduced  by  certain  extensions  of  credit  to  any  securities 
affiliate. 

In  addition,  the  lead  bank  within  the  holding  company  must 
be  well-capitalized  before  the  holding  company  is  eligible  to 
acquire  a  securities  affiliate.   Moreover,  80  percent  of  the 
total  assets  of  the  financial  services  holding  company's  insured 
depository  institutions  must  be  controlled  by  well-capitalized 
institutions.   He  support  these  provisions.   I  believe  these 
provisions  help  to  preserve  a  strong  capital  cushion  for  Che  bank 
and  Che  financial  services  holding  company  as  a  possible  source 


bill  properly  provides  an  incentive  to  financial 
holding  companies  and  their  depository  institutions 
adequate  capital  levels  after  Chey  have  been  allowec 
!  wich  a  aecuricies  company.   In  the  event  the  lead 


db,  Google 


32 
depository  institution  drops  below  the  well-capitalized  category, 
or  if  well-capitalized  institutions  cease  to  control  BO  percent 
of  the  asseCB  of  the  insured  depository  institutions  within  the 
holding  company,  the  securities  affiliate  cannot  agree  to 
underwrite  or  deal  in  any  securities  180  days  after  the  capital 
deterioration,  with  limited  exceptions.   We  agree  that,  under 
these  circumstances,  the  securities  affiliate  should  be  barred 
from  agreeing  to  underwrite  or  deal  in  any  securities. 

At  the  same  time,  however,  we  note  chat  the  bill  gives  the 
Federal  Reserve  the  authority  to  waive  the  capital  safeguarije  for 
up  to  two  years  if  the  financial  services  holding  company  submits 
a  recapitalization  plan  for  the  banks.   We  have  an  interest  in 
assuring  that  a  waiver  will  be  granted  only  in  situations  where 
greater  safety  and  soundness  can  be  expected  to  result  and  losses 
to  the  insurance  fund  are  not  likely  to  be  increased.   For  that 
reason,  we  want  to  work  with  the  Federal  Reserve  on  an 
interagency  basis  to  develop  guidelines  on  when  waivers  of  these 
safeguards  would  be  appropriate.   Moreover,  we  believe  that  the 
time-frame  preceding  divestiture  contemplated  by  the  bill  may  be 
unduly  long. 

In  addition  to  capital  conditions,  the  bill  imposes  a  broad 
array  of  managerial  safeguards.   The  holding  company  and  all  of 
its  insured  depository  institutions  must  be  well-managed.   The 
holding  company  must  have  adequate  policies  and  procedures  in 
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place  to  manage  any  potential  financial  or  operational  risks. 
The  financial  services  holding  company  must  have  the  "managerial 
resources"  necessary  to  conduct  the  securities  activities  "safely 
and  soundly,"   Finally,  the  acquisition  must  not  adversely  affect 
the  safety  and  soundness  of  Che  financial  services  holding 
company  or  any  insured  depository  institution  subsidiary  of  the 
holding  company.   These  operational  safeguards  are  well-designed 
to  insulate  federally  insured  banks  from  the  risks  of  securities 


The  bill  also  places  several  interaff iliate  safeguards  on 
the  relationship  between  a  securities  firm  and  its  affiliated 
bank  or  parent  holding  company.   For  example,  an  insured 
depository  institution  affiliated  with  a  securities  affiliate  Is 
prohibited  from  extending  credit  Co  the  securities  affiliate, 
issuing  a  guarantee,  acceptance,  or  letter  of  credit  tor  the 
benefit  of  the  securities  affiliate  or  purchasing  assets  of  the 
securities  affiliate  for  its  own  account.   I  support  these 
safeguards.   Moreover,  we  should  Cake  this  opportunity  to 
strengthen  che  23&  safeguards  governing  extensions  of  credit 
between  a  bank  and  its  subsidiary.   In  moving  from  a  framework 
based  on  prohibition  to  one  based  on  regulation,  prudential 
safeguards  such  as  those  set  forth  in  Che  bill  will  avert  the 
hazards  Glass-sceagall  was  intended  to  prevent.   However,  J  am 
concerned  Chat  the  bill  would  permit  exceptions  to  the 
safeguards.   I  believe  these  exceptions  should  be  granted 


db,  Google 


rarely  and  then  only  after  potential  losses  to  t 

are  considered,  perhaps  in  consulCation  with  the  FDIC. 

I  also  support  the  additional  safeguards  for  director  and 
senior  executive  officer  interlocks.   Finally,  I  support  the 
various  public  disclosures  included  in  the  bill.   In  particular, 
I  strongly  support  the  requirement  that  customers  be  informed 
that  the  securities  offered  or  sold  by  securities  affiliates  of 
insured  banks  are  not  federally  insured  deposits.   This  ia  an 
important  protection  for  these  customers  and  for  the  deposit 


Functional,  Requlati,op 

Hith  respect  to  regulation,  the  bill  calls  upon  the  banking 
agencies  and  the  Securities  and  Exchange  Conunisslon  to  work 
together  to  ensure  coinpliance  with  the  securities  laws.   As  I 
mentioned  earlier  in  my  statement,  functional  and  supervisory 
regulation  imisc  be  seamless  to  be  effective.   By  calling  for  the 
banking  agencies  and  the  SBC  to  share  information,  the  bill 
promotes  this  goal  by  facilitating  coordination  among  the 
regulatory  agencies  and  by  reducing  the  possibility  of 
duplicative  supervisory  and  reporting  burdens. 
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Securities  Firms 


become  affiliated  with  banks  by  acquiring  an  insured  bank  s 
becoming  a  financial  services  holding  company.   In  circumst 


)ill  allows  the  company  five  yeai 


:tivities.   In  addition,  such  a  company 
could  be  permitted  to  continue  holding  any  subsidiaries  engaged 
in  financial  activities  that  the  Federal  Reserve  has  not 
authorized  if  the  company  acquired  the  subsidiaries  more  than  two 
years  prior  to  its  becoming  a  financial  services  holding  company 
and  the  aggregate  investment  by  Che  company  in  these  subsidiaries 
does  not  exceed  ten  percent  of  the  total  consclidated  capital  and 
surplus  of  the  company.   The  company  would  not  be  permitted  to 
engage  in  any  new  activities  not  otherwise  authorized  by  the  bill 
once  it  becomes  a  financial  services  holding  company.   This  means 
that  some  securities  companies  that  become  financial  services 
holding  companies  could  be  permitted  to  engage  in  activities  not 
otherwise  permitted  generally  to  financial  services  holding 
companies . 

I  support  in  general  the  two-way  street  approach  of  the 
bill.   If  it  is  understood  that  prudential  restrictions  may  be 
imposed  by  the  Federal  Reserve  where  necessary  to  protect  the 
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safety  or  soundnesa  of  an  insured  institution  with  respect  to  a 
grandfathered  affiliate's  activities,  I  see  no  reason  to  go 
further  and  require  divestiture.   Further,  it  should  be  clear 
that  each  of  the  banking  agencies  should  be  able  to  apply  the 
full  panoply  of  enforcement  powers,  ranging  from  cease-and-desiE 
actions  to  deposit  insurance  termination,  in  order  to  protect  at 
insured  bank  and  the  deposit  insurance  funds. 


Wholesale  Financial  Inatitutions 

The  bill  provides  the  additional  option  o£  an  "investment 
bank  holding  company"  ("IBHC")  that  would  be  allowed  to  engage  in 
a  broader  range  of  financial  activities  but  could  conduct  banking 
activities  through  a  "wholesale  financial  institution"  CWFI"). 
WFIs  would  be  uninsured  state  member  banks  that  could,  with 
certain  exceptions,  only  take  initial  deposits  over  5100,000. 
This  provision  allows  for  a  wholesale  banking  operation  to 
conduct  a  broader  range  of  financial  services  activities  without 
exposing  the  deposit  insurance  funds  to  the  risks  of  these 


The  IBHC  concept  may  prove  attractive  to  some  financial 

I  and  may  even  cause  some  FDIC-insured  banks  to  consider 

iting  their  deposit  insurance.   The  proposed  IBHC  appears 

to  the  FDIC  to  be  sound  so  long  as  there  is  clear  disclosure  to 

the  public  of  the  uninsured  nature  of  commercial  bank  operations 
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and  the  exceptions  for  initial  deposits  of  $100,000  or  leas  are 
appropriately  limited  and  clearly  defined  for  public  disclosure 


Voluntary  Termination  of  Insured  Status 

In  order  to  facilitate  transition  by  existing  insured 
depository  institutions  to  WFI  status,  the  bill  adds  a  new 
section  governing  voluntary  termination  of  deposit  insurance  and 
repeals  certain  provisions  of  the  FDI  Act  on  such  termination. 
The  bill  would  permit  an  "insured  State-chartered  bank"  or  a 
national  bank  to  voluntarily  terminate  its  status  as  an  insured 
depository  institution  upon  six  months  written  notice  to  the 
FDIC.  the  Federal  Reserve,  and  the  institution's  depositors. 
However,  savings  associations  as  well  as  insured  depository 
institutions  excepted  from  the  Bank  Holding  Compemy  Act 
definition  of  "bank"  would  no  longer  be  eligible  to  voluntarily 
terminate  insured  status.   He  believe  these  institutions,  which 
are  presently  authorized  under  the  law  to  leave  the  federal 
deposit  insurance  system,  should  continue  to  have  that  option. 

The  primary  purpose  of  this  new  section  of  the  bill  is 
presumably  to  protect  depositors  when  insured  institutions 
convert  to  non-insured  status.   He  agree  that  depositor 
protection  must  be  paramount  when  any  Insured  institution 
voluntarily  relinquishes  its  insured  status. 
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Under  current  law,  an  insured  deposicori 
obcain  prior  wriccen  consent  of  the  FDIC  before  it  may  c 
non- insured  atacus.   The  FDIC  weighs  several  factors  prescribed 
by  statute  in  deciding  whether  to  grant  or  withhold  such  consent. 
The  bill  does  not  amend  or  repeal  these  provisions;  the  FDIC's 
power  to  disapprove  any  institution's  conversion  from  insured  to 
non-insured  status  would  continue  without  change.   The  voluntary 
termination  procedures  specified  in  the  bill,  however,  differ 
somewhat  from  these  consent  requirements  found  elsewhere  in  the 
FDI  Act.   Consequently,  it  would  be  appropriate  to  clarify  the 
bill  to  assure  consistency  of  the  various  termination  provisions. 
The  bill  could  be  clarified  by  including  a  provision  that  the 
bill  does  not  override  the  provisions  of  Section  ie(i)  of  the  FDI 
Act. 

The  bill  provides  that  a  depository  institution  that 
voluntarily  elects  to  terminate  its  insured  status  shall  no 
longer  receive  insurance  of  any  of  its  deposits  after  the 
specified  transition  period.   It  also  should  be  made  clear  that 
this  provision  is  not  intended  to  bar  a  formerly- insured 
institution  from  reapplying  for  federal  deposit  i 


Under  the  bill,  any  institution  that  voluntar; 
its  status  as  an  insured  depository  institution  is  prohibited 
from  accepting  deposits  unless  the  institution  becomes  a  WFI. 
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39 
the  institution  becomes  a  WFI ,  it  may  not  accept  any  initial 
deposit  chat  is  £100,000  or  less  other  than  on  an  incidental 
and  occasional  basis.   These  prohibitions  llmiE  the  flexibility 
non-insured  institutions  now  have  under  federal  law.   It  is  not 
clear  why  the  law  should  compel  institutions  that  have 
voluntarily  terminated  insurance  to  obtain  WFI  status  so  that 
they  can  accept  deposits  where  state  law  permits  other  kinds  of 
uninsured  entities.   The  flexibility  non-insured  institutions 
enjoy  under  current  federal  law  should  not  be  diminished  without 
good  cause.   The  bill  can  be  improved  by  clarifying  its 
termination  provisions  along  the  lines  I  have  just  outlined. 

Bank  Werners 

The  bill  would  amend  the  Bank  Merger  Act  to  allow  the 
merger,  consolidation,  or  acquisition  of  assets  or  the  assumption 
of  liabilities  among  insured  depository  institutions  that  are 
subsidiaries  of  the  same  holding  company  without  the  prior 
approval  of  the  appropriate  Federal  banking  agency.   Me  are 
concerned  that  such  acquisitions  might  weaken  one  depository 
institution  at  the  expense  of  another.   This  proposed  change  in 
the  law  should  be  carefully  considered  before  it  is  adopted  by 
the  Congress. 

In  conclusion,  the  bill  represents  a  thoughtful  approach  to 
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banking.  It  provides  for  prudencial  safeguards  and  appi 
restrictions  designed  to  insulate  insured  institutions  1 
risks  inherent  in  investment  banking  activities.  It  is 
important  foundation  for  conaiderlng  Che  moat  effective 
efficient  approach  by  which  appropriate  financial  servic 
can  be  achieved. 

CONCLUSIONS 

The  restrictions  of  the  Glaas-Steagall  Act  do  not  e 
useful  purpose.   Their  repeal  would  strengthen  banking 
organizations  by  helping  them  to  diversify  their  income 
and  would  promote  the  efficient,  competitive  evolution  of 
financial  markets  in  the  United  States.   History  demonstrates, 
however,  that  a  significant  expansion  of  the  powers  available  to 
insured  institutions  must  be  accompanied  by  appropriate 
safeguards  for  the  insurance  funds.   Chairman  Leach  has 
recognized  the  need  for  such  safeguards  in  the  proposed  bill. 

Existing  experience  with  the  combination  of  banks  and 
securities  firms  suggests  that  in  general  current  safeguards  have 
been  adequate  to  prevent  significant  safety  and  soundness 
concerns  in  the  normal  course  of  business.   This  experience  has 
been  limited,  however;  in  particular,  we  have  not  seen  a  severely 
distressed  banking  organization  that  had  significant  securities 


db,  Google 


The  experience  of  the  FDIC  has  been  that  in  tiraes  of 
financial  stress,  banking  organizations  may  attempt  to  engage  in 
transactions  that  transfer  resources  from  the  insured  entity  to 
the  ovmers  and  creditors  of  the  parent  company  or  nonbanking 
affiliates.   In  some  cases  the  FDIC  has  suffered  material  loss  as 
a  result  of  such  transactions.   Me  seek  to  assure  that  reform  of 
Glass-Steagall  is  not  the  vehicle  for  more  such  episodes. 

My  general  comments  on  the  safeguards  against  inappropriate 
intercompany  transactions  in  the  proposed  bill  are  as  follows. 
First,  exceptions  to  the  safeguards  should  be  allowed  rarely,  and 
then  only  after  taking  account  of  potential  losses  to  the 
insurance  funds.   While  there  should  be  room  for  supervisory 
discretion  and  the  exercise  of  good  business  judgment  in 
determining  whether  a  healthy  bank  may  support  an  affiliate,  such 
support  should  be  provided  through  transfers  of  excess  capital  -  - 
beyond  that  required  for  a  well -capital! zed  bank  --  not  through 
relaxations  of  restrictions  on  intercompany  transactions. 
Second,  it  could  be  useful  to  develop  an  interagency  codification 
of  the  standards  for  enforcing  Sections  23A  and  23B  of  the 
Federal  Reserve  Act.   Me  may  also  want  to  use  this  occasion  to 
strengthen  the  safeguards  in  Section  23A  between  a  bank  and  its 
subsidiary.   To  promote  improved  enforcement  of  the  safeguards, 
the  FDIC  is  prepared  to  provide  information  and  analysis  to 
fellow  regulators  on  instances  where  intercompany  t 
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contributed  to  the  failure  of.  or  increased  the  coat  of 
resolving,  an  insured  institution. 

There  are  two  United  States  models  for  conducting  the  ne« 
securities  activities  within  banking  organizations  --  the  holding 
company  model  and  the  bona  fide  subsidiary  model.   There  are 
advantages  and  disadvantag«a  both  to  housing  the  securities 
activities  in  bank  subsidiaries,  and  to  housing  the  activities  in 
holding  company  affiliates.   On  balance,  I  do  not  believe  the 
case  for  either  approach  is  strong  enough  to  warrant  dictating  to 
banks  which  approach  they  must  choose.   Banks  should  be  able  to 
chose  the  corporate  atructure  that  is  most  efficient  for  them, 
provided  adequate  safeguards  are  in  place  to  protect  insured 
i   and  the  insurance  funds . 


In  general,  the  proposed  bill  is  a  sound  and  constructive 
approach  to  evaluating  how  best  to  reform  our  financial  system. 
The  FDIC  stands  ready  to  assist  the  Comtnittee  with  this  important 
effort  in  the  weeks  and  months  ahead. 


db,  Google 


ATTACHMENT  A 


Average  Annual  Growth  Rates  of  Rnancial  institution 

Tmi  Y—n  Ending  6/30/94 
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ATT&CHKEHT  B 
THE  CHAHOIHO  FINANCIAL  MARKETPLACE 


Banking  was  a  simpler  business  in  i 

-he  early  decades  of  the 

Federal  Deposit  Insurance  Corporation. 

regulated  and  stable.  Competition  from  i 

lonbanking  companies  was 

limited.   Banks  were  the  primary  source 

oE  borrowed  funds  for 

even  the  strongest,  best -established  bui 

sinesses.   In  more  recent 

years,  the  financial  services  industry. 

technology  and  capital 

markets  have  evolved,  creating  new  riski 

3  and  new  opportunities. 

Bankers  have  had  to  manage  the  risks,  b' 

Jt  the  Glass-Steagall  Act 

risk  by  diversifying  their  sources  of  income. 

Tables  I-A  and  I-B  show  that  credit-risk  exposure  has 
increased  dramatically  since  enactment  of  the  Glass-Steagall  Act. 
In  193S,  about  one-third  of  the  industry's  balance  sheet  was 
concentrated  in  assets  that  bear  significant  credit  risk.   How. 
over  60  percent  of  banking  assets  are  e>:posed  to  credit  risk. 

Beginning  in  the  mid-1960£ 
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I  single  borrower.' 

The  industry's  growing  credit 
in  Tables  I  and  II.   In  1935,  aboL 

That  level  increased  to  almost  45  percent  in  19B4  (prior  to  the 
wave  of  recent  bank  failures),  and  has  declined  to  34  percent 
more  recently.   Until  the  early  19BOs.  asset  growth  was  fueled  by 
commercial  and  industrial  ("CSI")  loans.   CSI  loan  concentrations 
reached  their  highest  level  in  19B2,  peaking  at  nearly  25  percent 
of  the  industry's  balance  sheet.   There  were  some  notable  lending 
excesses  during  these  boom  years,  including  real  estate 
investment  trusts,  lees -developed -country  loans,  and  energy 

In  the  early  19B0s,  the  largest  commercial  borrowers  learned 
to  bypass  banks  and  replace  loans  from  banks  with  lower-cost 
commercial  paper.   Burgeoning  loan  demand  from  energy  related 
businesses  supported  continued  C&I  loan  growth  for  a  time,  but  by 


'Credit -risk -concentrated   loans   include 
industrial  loans,  commercial  real  estate  and  constructit 
and  loans  secured  by  multifamily  residential  properties. 
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1994,  CSI  loans  had  declined  to  is  percent  of  the  industry's 

When  CSI  loans  began  to  decline,  many  banks  turned  to 

but  high  risk  --  profit  opportunitie 
laCe-19BOs,  growing  concentrations  i 
loans  and  construction  loans  offset  shrinkage  in  Cil  loans  [see 
Table  II).   In  1976,  commercial  real  estate  loans  and 
.construction  loans  together  comprised  about  five  percent  of  the 
balance  sheet.   In  ten  years,  the  concentration  increased  to 
nearly  eight  percent  of  assets.   It  reached  its  highest  level  -- 
11  percent  --  in  1990.   Banks  were  not  the  only  providers  of 
these  loans.   Savings  and  loan  associations  and  other  nonbank 
lenders  also  financed  the  speculative  real  estate  development. 
Consequently,  real  estate  markets  in  many  regions  became 
overbuilt,  credit  losses  soared  and  commercial  real  estate  loan 
demand  diminished. 

Loan  growth  since  1990  has  been  concentrated  in  loans  where 
credit  risk  is  more  diversified  [see  Table  ID  .   Credit  card, 
consumer  and  home  mortgage  loans  extend  relatively  small  and 
often  collateralized  balances  to  a  relatively  large  number  of 
borrowers.   Failure  of  a  single  borrower  to  repay  does  not  have  a 
significant  impact  on  a  bank's  earnings  or  capital.   Most  of  the 
growth  in  "credit-risk-diversified"  loans  has  come  from  home 
mortgages.   Concentrations  in  home  mortgage  loans  have  nearly 
doubled  since  1984,  increasing  from  almost  8  percent  of  the 
industry's  balance  sheet  to  nearly  15  percent  aa  of  September  3D, 
1994.   Credit  card  loans  constitute  4.5  percent  of  assets  and 
other  "consumer"  loans  constitute  7.8  percent. 

Beginning  in  1990,  the  industry's  risk  profile  began  to 
change  direction.   Banks  were  able  to  take  advantage  of  a 
widening  difference  between  shorter-  and  longer-term  interest 
rates  to  improve  earnings  while  reducing  credit  risk.   They 
shortened  the  average  maturity  of  their  liabilities  and  increased 
their  concentrations  of  fixed-rate  securities  and  residential 
mortgages.   In  effect,  the  industry  replaced  some  of  its  credit 
risk  with  higher  levels  of  interest -rate  risk.   Tables  I  and  11 
show  how  the  industry's  asset  composition  has  changed  since  the 
deregulation  of  deposit  interest  rates.   In  the  early  1990s,  the 
growth  of  investment  securities  held  by  banks  --  primarily 
mortgage-backed  instruments  and  U.S,  Treasury  securities  -- 
accelerated.   Market  conditions  also  favored  the  growth  of  home 
mortgages,  which  have  more  than  doubled  since  19B6.  increasing 
from  S223  billion  at  year-end  1986  to  $550  billion  as  of 
September  30,  1994.   While  about  46  percent  of  these  loans  in  the 
portfolios  of  banks  carry  adjustable  rates,  there  is  Still 
interest-rate  exposure,  due  to  repricing  lags,  as  well  as  caps 
that  limit  the  amount  by  which  the  interest  rates  on  the  loans 
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In  recent  years,  increased  market  volatility  has  made  it 
re  important  for  banks  to  manage  risks  other  than  credit  risk, 
:h   as  interest-rate  risk,  prepayment  risk,  and  Eoreign-eKchanc 
3k.   Banks  have  responded  to  this  challenge  by  devoting 
laiderable  resources  to  asset- liability  management  and  other 
3k  management  systems. 

The  tools  for  managing  these  risks  have  expanded 
isiderably  over  the  past  decade,  particularly  with  the 
::reasing  use  of  off-balance-sheet  instruments  such  as  swaps, 
:lona,  and  forward  contracts.   While  smaller  banks  for  the  moi 
rt  still  use  on -balance -sheet  instruments  to  manage  risk,  thet 
E- balance -sheet  instruments  have  become  an  integral  part  of 
3k  management  tor   most  large  banks . 

ily  end  users  of  these  swaps,  options,  and 
.rge  banks  are       .   - 

and  allowed  theE 


^   respond   ti 

)  the  needs 

_of    recent    : 

Losses   has 

istments , 

■arly   1990a 

were 

■   economy   ir 

nproved   in 

lual  return  on  assets  (about  0.09  percent  in  1987)  and  its 
jheet  return  on  assets  (1,20  percent  in  1993)  since  the 
>lementation  of  deposit  insurance  in  1933.   Declining  loan 
ises  account  for  the  wide  swing  in  earnings.   Declining  loan- 
is  provisions  have  added  roughly  25  basis  points  (pre-tax)  to 
i   industry's  return  on  assets  in  each  of  the  last  three  years, 
lerest  margins  have  improved  steadily  since  1934,  but  these 

iuced  burden  of  loan-loss  provisions.   Ten  year  growth  in 
linterest  income  has  outstripped  noninterest  expense  growth  by 
larrow  margin,  providing  a  relatively  small  boost  to  the 
lustry'E  bottom  line. 

Bankers  were  not  able  to  obtain  expanded  powers  when  the 
luBtry  was  in  trouble,  as  in  the  late  ISBOs,  owing  to  concerns 
>ut  adding  new  potential  risks  to  an  industry  struggling  with 
.sting  risks.   Now.  opponents  may  argue  that  expanded  powers 
!  not  needed,  given  the  record  profits  the  industry  has 
lorted  for  the  last  three  years.   The  tables  suggest,  however. 
It  volatile  swings  in  the  health  and  performance  of  the 
iustry  may  result  in  part  from  constraints  that  limit 
.ernatives  for  generating  profits.   The  data  show  that  credit 
ik,  interest-rate  risk  and  competition  have  all  increased  since 
:   enactment  of  Glaas-Steagall .   While  the  earninss  trend 
rently  has  been  positive,  the  wide  swings  in  past  perfoi 
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It  should  be  noted  that  commercial  and  investment  banking 
have  long  been  combined  in  countries  with  universal  banking 
systems,  such  as  Germany  and  most  of  western  Europe.   Universal 
banks  have  the  authority  to  offer  the  full  range  of  banking  and 
financial  services  --  including  securities  underwriting  and 
brokering  of  both  government  and  corporate  debt  and  equity  -- 
within  a  single  legal  entity,  the  bank.   Although  some  financial 
services  are  provided  through  subsidiaries,  the  bank  or  financial 
services  holding  company  structure  is  virtually  unknown  in  other 

In  contrast  tc 
Continental  Europes 

Kingdom  traditionally  maintained  barriers  c 

against  combining  commercial  and  investment  banking  activitit 
These  restrictions  have  been  largely  removed  by  legislation  j 
each  of  these  countries.  For  example,  British  banks  were 
permitted  to  join  the  stock  exchange  in  1986  and  to  acquire  c 
develop  investment  banking  subsidiaries.  These  affiliations 
important  to  the  ability  of  British  banks  Co  compete  within  t 
European  Union's  single  market. 

Canada  amended  its  laws  governing  financial  institution! 
19B7  and  1992,  removing  many  of  the  statutory  barriers  separt 
banks,  trust  companies,  insurance  companies  and  securities  fi 
to  allow  greater  latitude  in  bank  ownership  of  institutions  ] 
the  other  financial  sectors.  As  a  result,  most  of  the  major 
Canadian  securities  firms  are  now  owned  by  banks.  Additional 
banks  were  permitted  to  offer  more  services  "in-house,"  and  t 
set  up  networking  arrangements  through  which  their  branches  ; 
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In  1992,  Japan  approved  Che  "Financial  System  Reform  Act," 
amending  Japan's  Securities  and  Exchange  Law,  and  effectively 
removing  the  barriers  between  inveacment  and  commercial  banking. 
By  law  since  1993,  banks  and  securities  companies  have  been 
allowed  to  enter  each  other's  businesses  through  subsidiaries, 
although  the  establishment  o£  securities  subsidiaries  by  Japan's 
City  Banks  was  delayed  until  July  1994.   Additionally,  the 
Ministry  of  Finance  has  elected  to  restrict  the  range  of  powers 
permissible  for  new  subsidiaries  of  banks  and  securities  firms. 
Thus,  new  trust  banking  subsidiaries  are  not  permitted  Co  manage 
pension  funds  and  new  securities  subsidiaries  of  banks  are  only 
permitted  to  underwrite  corporate  bonds .   In  any  event ,  Japan  has 
had  a  moratorium  on  new  equity  offerings,  with  the  exception  of 
initial  public  offerings,  since  1990. 

As  a  result  of  these  legislative  changes  in  Other  countries, 
the  United  States  stands  alone  among  the  25  nations  comprising 
the  Organization  for  Economic  Cooperation  and  Development  (OECD) 
in  continuing  to  impose  domestic  legal  restrictions  on 
affiliations  between  commercial  banks  and  securities  firms. 
Efforts  to  quantify  the  effect  of  these  restrictions  on  the 
international  competitiveness  of  U.S.  banks  are  hampered  by 
cross-border  differences  in  accounting  practices,  tax  laws,  and 
other  regulations  governing  financial  institutions.   Moreover, 
the  data  may  be  misleading  due  to  currency  fluctuations. 
Therefore,  while  we  hesitate  to  provide  any  statistics  regarding 
international  competitiveness,  some  anecdotal  evidence  may  be 


Among  the  advantages  of  universal  banking  often  cited  are 
the  cost  savings  derived  from  the  ability  to  cross-sell  a  wider 
range  of  products  and  to  offer  highly-competitive  products  at  a 
lower  cost  by  subsidizing  them  with  higher  margins  on  less- 
competitive  products.   Universal  banks  may  have  a  significant 
competitive  advantage  in  customer  loyalty  through  their  ability 
to  provide  customers  with  all  their  financial  services  needs. 
Finally,  universal  banks  have  greater  opportunities  to  spread 
risk  and  to  smooth  out  income  fluctuations  in  different  areas  of 

Not  surprisingly,  universal  banks  tend  to  be  large  and 
profitable  institutions.  The  degree  to  which  they  dominate 
domestic  market  share  varies  according  to  the  number,  powers,  anc 

controlled  less  than  10  percent  of  total  domestic  bank  assets  in 
1991;  during  the  same  year,  the  four  largest  Swiss  banks 
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domestic  markeCS:   German  banks  directly  compete  with 
approximately  200  regional  banks,  over  700  government -owned 
savings  banks,  and  nearly  3,000  cooperative  banks,  many  of  which 
are  also  universal  banks;  in  Switzerland,  which  has  only  about 
600  institutions,  inost  of  the  regional  banks  are  small  savings 
banks  that  specialize  in  mortgage  lending. 

There  are  several  disadvantages  inherent  to  universal 
banking  as  well.   The  one  most  often  cited  is  the  obvious 
potential  for  conflicts  of  interest  among  different  areas  of 
business.   Another  disadvantage  is  that  capital  markets  are  not 
as  developed  in  countries  with  universal  banking.   It  should  be 
noted  here  Chat  universal  banks  typically  are  permitted  to  own 
fairly  sizeable  equity  positions  in  nonfinancial  firms. 

Banking  and  corrmerce  links  also 
are  permitted  to  own  equity  investmer 
any  one  company.   Studies  comparing  the  German-style  universal 
banking  system  and  Japan's  "kairetsu"  form  of  industrial 
organization  with  the  segmented  U.S.  banking  system  have 

benefits.  While  these  banking  and  commerce  links  no  doubt  have 
contributed  to  the  industrial  growth  in  these  countries  in  the 
postwar  era,  they  do  raise  serious  concerns  over  concentration  of 

In  Japan,  these  concerns  are  addressed  through  limitations 
on  equity  investments  and  the  absence  of  bank  personnel  in  the 
day-to-day  management  of  nonfinancial  firms.   In  contrast  Co 
Japan,  where  banks  typically  interfere  only  in  cases  of  corporace 
distress,  Germany  not  only  permits  banks  to  own  shares,  but  also 
to  serve  on  the  supervisory  boards  of  corporations  and  to 
exercise  proxy  rights  over  large  blocks  of  shares  through  bank- 
managed  portfolios.   Other  countries  with  universal  banking  have 
tended  to  curb  bank  control  over  industrial  firms  in  recent 
years.   Proposals  to  do  so  in  Germany  recently  have  been 
introduced  as  a  result  of  the  near-failure  of  several  of 
Germany's  nonfinancial  firms. 

These  highly  publicized  cases  were  more  of  an  embarrassment 
to  Germany's  major  banks  than  a  threat  to  their  safety  and 
soundness.   These  banks  have  been  able  to  withstand  losses  due  to 
their  sheer  size  and  strength,  and  to  the  very  conservative 
accounting  practices  that  allow  equities  to  be  carried  at 
historical  cost  and  allow  banks  to  transfer  portions  of  income  to 
hidden  i 


In  fact,  there  art 
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;aijBed  isolated  cases  of  bank 
iding  in  "boom"  years  led  to 
?  United  Kingdom,  most  of  the 

If  other  problems  have  occurred,  and  no  doubt  there  have 
been  some,  they  have  been  dealt  with  quietly,  and  effectively, 
without  recourse  to  deposit  insurance  funds.   This  is  largely  due 
to  the  differences  in  the  supervisory  structure  of  countries  that 
permit  such  affiliations,  and  to  differences  iii  failure- 
resolution  methods  and  the  role  of  deposit  insurance.   For 
example,  while  deposit  insurance  coverage  is  ro'yghly  comparable 
between  the  United  States  and  Japan,  the  private  sector  plays  a 
larger  role  in  the  operation  of  deposit  insurance  in  many  other 
countries.   Consequently,  the  direct  link  to  the  government's 
■full  faith  and  credit"  is  less  explicit  than  in  the  United 
States.   Major  banks  in  other  countries  also  are  called  upon  more 
often  to  help  in  "bailouts"  of  other  banks,  voluntarily  or 
otherwise,  due  Co  a  traditionally  close  relationship  with  the 
central  bank  and  more  highly  concentrated  banking  systems. 

Given  the  greater  potential  for  conflicts  ot  interest 
between  insured  and  uninsured  functions,  the  governmental  nature 
of  deposit  insurance  in  the  United  States,  and  the  more  dynamic 
and  diverse  financial  marketplace  in  the  United  States,  the 
universal  banking  model  does  not  seem  to  be  as  suited  to  the 
current  U.S.  environment  as  other  Models  with  which  the  United 
States  has  experience. 
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ATTACHMENT  C 

HISTORICAL 

Information  concerning  the  principal  abuses  that  arose 
during  the  19203  and  early  193Ds  in  connection  with  the 
investment  banking  activities  of  commercial  bank  affiliates  is 
largely  limited  to  the  extensive  Senate  investigation  into  stock 
exchange  practices,  which  included  the  highly  publicized  Pecora 
hearings.   A  substantial  portion  of  these  hearings,  which  were 
held  in  1933  and  1934,  dealt  with  the  activities  of  the 
eecuricies  affiliates  of  the  country's  two  largest  commercial 
banks,  National  City  Bank  and  Chase  National  Bank. 

The  Glass-Steagall  Act,  which  to  a  certain  extent  was  the 
result  of  these  hearings,  was  enacted  primarily  for  three 
reasons.   First,  Congress  believed  the  Act  would  help  to  protect 
and  maintain  the  financial  stability  of  the  coraraercial  banking 
system,  and  would  strengthen  publii     "  '      '  '  ' 

banks.   Second,  congress  wanted  to  eliminate  the  potent 
conflicts  of  interest  that  could  result  from  the  perfoi 
both  commercial  and  investment  banking  operations.   The  final 
Congressional  concern  was  a  belief  that  the  securities  operations 

and  undermine  the  economic  stability  of  the  country  by  channeling 

The  actual  and  potential  abuses  that  were  revealed  during 
the  Senate  investigation  can  be  categorized  as  follows:   first, 
abuses  that  were  common  to  the  entire  investment  banking 
industry;   second,  abuses  that  may  be  attributed  to  the  use  of 
affiliates  for  the  personal  profit  of  bank  officers  and 
directors;  and  third,  abuses  related  to  conflicts  of  interest 
that  resulted  from  the  mixing  of  commercial  and  investment 
banking  functions.   The  primary  types  of  abuses  relevant  to  each 
of  these  categories  are  discussed  below.   Analyses  of  the 
appropriate  remedies  for  these  abuses  are  presented,  together 
with  comments  directed  toward  examining  the  degree  to  which  the 
Glass-Steagall  Act  was  an  effective  or  desirable  solution. 

Abuges  Common  to  the  Investment  Banking  Business 

The  principal  types  of  at 

•    underwriting  and  distributing  unsound  and  speculat 


and  bonds  while 
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Examples  of  the  first  two  types  of  abuses  can  be  found  by 
examining  National  City  Company's  involvement  in  the  financial 
operations  of  the  Republic  of  Peru,   Throughout  the  192Ds 
National  City  Company  received  reports  that  Peru  was  politicallj 
unstable,  had  a  bad  debt  record,  suffered  from  a  depleted 
Treasury  and  was.  in  short,  an  extremely  poor  credit  risk.   In 
1927  and  1928.  National  City  Company  participated,  nevertheless, 
in  the  underwriting  of  bond  issues  by  the  government  of  Peru. 
The  proapectuaes  that  were  distributed  made  no  mention  of  Peru's 
political  and  economic  difficulties.   As  a  result,  the  public 
purchased  S90  million  of  the  bonds,  which  went  into  default  in 
1931  and  sold  for  less  than  five  percent  of  their  face  value  in 
1933. 

While  the  National  City  case  may  be  one  of  the  more  flagrar 
examples  of  these  types  of  abuses,  it  was  generally  acknowledge!: 
that  the  extremely  competitive  banking  environment  of  the  1920s 
led  bankers  to  encourage  overborrowing,  particularly  by 
governments  and  political  subdivisions  in  Europe  and  South 
America.   Questionable  practices  were  employed  to  induce  the 
public  to  purchase  the  security  issues  that  resulted  from  the 
promotional  efforts  of  bank  affiliates.   In  addition  to 
falsifying  or  withholding  pertinent  information,  National  City 
Company  and  Chase  Securities  Corporation  attempted, 
to  prop  up  the  price  of  securities  while  the  securit 

A  large  portion  of  the  abuse 
hearings  were  common  to  the  entii 
Because  these  problems  were  not  directly  relal 
relationship  between  banks  and  their  affiliates,  the  Glass- 
Steagall  Act  was  not  the  proper  remedy  for  these  kinds  of  abuses. 
There  are  several  reasons  why  the  problems  just  described  are  of 
less  concern  today.   First,  the  Securities  Act  of  1933  and  the 
Securities  Exchange  Act  of  1934  hold  individuals  involved  in  the 
issuance  of  securities  responsible  for  any  misstatement  of  facts 
or  failure  to  reveal  pertinent  information  concerning  the 
financial  condition  of  governments  and  corporations  issuing 
securities.   Second,  it  is  now  the  duty  of  the  SEC  to  prevent  any 
manipulation  of  the  market  while  a  security  is  being  issued. 
Additionally,  these  safeguards  may  help  deter  banks  from 
underwriting  unsound  and  speculative  securities. 

Self-Dealing  bv  Bank  Officers  and  Directors 

Bank  affiliates  not  only  attempted  to  manipulate  the  stock 
and  bond  prices  of  other  business  and  governmental  entities,  they 
also  attempted  to  manipulate  the  stock  prices  of  their  parent 
banks.   The  procedure  generally  employed  was  for  the  affiliate  to 
organize  investment  pools  that  traded  in  the  stock  of  the  parent 
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officers  and  dii 
of  such  trading  = 

distribution  of  the  bank's  stock.   However,  there  were  other 
motivations  for  such  activity. 

First,  it  is  likely  that  many  of  the  participants  expected 
to  benefit  from  their  inside  information  and  gain  large  profits 
from  their  trading  activity.   In  practice,  however,  these 
expectations  were  not  always  realized.   Chase's  affiliates  earned 
only  5159,000  in  profit  on  trades  in  Chase  National  Bank  stock 
totaling  S900  million.   National  City  Company  sustained  $10 
million  in  losses  from  dealing  in  the  stock  of  its  parent  bank. 

A  second  reason  may  have  been  that  by  advancing  the  stock's 
price  it  became  more  attractive  to  the  etockholdera  of  other 
banks  that  were  acquired  on  an  exchange -of -stock  basis.   Chase 
National  and  National  City  Bank  each  acquired  several  other  banks 
during  the  period  when  their  affiliates  were  trading  in  their 

In  addition  to  the  profits  obtained  by  trading  in  their  own 
bank's  stock,  bank  officers  and  directors  often  received 
compensation  from  affiliates  far  in  excess  of  that  paid  to  them 
by  their  banks.  For  example,  instead  of  permitting  the  stock  of 
affiliates  to  be  owned  by  bank  stockholders,  the  stock  was  often 
wholly  owned  by  officers  and  directors  of  the  bank.   This 

Because  Che  profit  opportunities  of  the  affiliates  were  a  direct 
result  of  their  association  with  their  parent  banks,  any  profits 
they  derived  rightfully  belonged  to  the  bank's  stockholders. 

The  types  of  abuses  just  described  sparked  public  outrage 
against  commercial  banks  and  their  investment  banking  affiliates. 
However,  the  Glass-Steagall  Act  was  not  the  proper  remedy  for 
such  self-dealing  and  insider  abuse.   Trading  accounts  in  the 
stock  of  parent  banks  by  affiliates  and  the  participation  in  such 
trading  by  bank  officials  could  have  been  prevented  by  making  it 
illegal  for  affiliates  to  deal  in  or  own  the  stock  of  parent 
banks.   The  establishment  of  management  funds  is  a  problem  mainly 
lockholders .   With  adequate  disclosure  of  the 
luses  distributed  through  such  funds,  stockholders 
lether  they  are  excessive.   Affiliates  owned 
entirely  by  bank  officers  and  directors  instead  of  by  bank 
stockholders  also  could  have  been  prohibited. 

Abuses  Arising  From  the  Mixture  of  Commercial  and  Investment 

from  the  mixing 
ctions.   Most  of  these 
and  while  they  have 
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implications  £or  bank  safety  and  soundneaa,  there  is  no  evidence 
that  a  large  number  of  bank  failures  were  due  to  interactions 
between  banks  and  their  affiliates.   The  types  of  abuses  revealed 
during  Senate  testimony  in  1933-34  included: 

•  Using  the  affiliate  as  a  dumping  ground  for  bad  bank  loans. 
In  an  example  highlighted  during  the  Pecora  hearings.  National 
City  Bank  transferred  to  National  City  Company  $25  million  worth 
of  loans  CO  Cuban  sugar  producers  after  the  price  of  sugar 
collapsed  and  the  borrowers  were  unable  Co  repay  the  loans. 

•  Using  Che  bank  or  its  trust  department  as  a  receptacle  for 
Eecurities  Che  affiliate  could  not  sell.   While  examples  where 
Chase  National  Bank  bailed  out  its  affiliates  were  revealed 
during  the  Senate  invescigaCion.  ic  appears  chat  crust 
departments  generally  were  noc  used  for  auch  a  purpose. 

•  Lending  to  finance  Che  purchase  of  aecurities  underwritten 
by  the  affiliate.   This  could  h 
affiliate's  problems  were  tranE 
Che  affiliate  found  it  difficult  to  sell  a  particular  issue,  th< 
bank  may  have  chosen  to  offer  loans  to  prospective  purchasers 
under  conditions  disadvantageous  to  bank  stockholders. 

affiliates  to  finance  underwritings. 

1  to  an  inadequate  level  of  bank  asset 

juld  have  depended 

•  There  was  a  tendency  for  banks  to  invest  too  much  in  long- 
term  securities.  This  practice  caused  liquidity  problems  chat 
contributed  to  a   number  of  bank  failures  during  Che  laCe  1920a. 
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•    Lending  to  a  corporation  that  would  ot 

on  an  issue  underwritten  by  the  bank's  aeci 

Again,  this  would  have  occurred  if  a  bank  \ 

image  would  be  severely  camished  in  the  event  a  corporation 

defaulted  on  an  issue  the  bank's  affiliate  had  underwritten  oi 

distributed. 

The  first  five  problems  outlined  above  could  have  been 
controlled  with  fairly  simple  legislative  remedies.   For  examj 
to  prevent  the  use  of  a  bank  or  its  affiliace  aa  the  dumping 
ground  for  Che  ocher's  bad  assets,  federal  authorities  could  I 
been  given,  and  now  have,  authority  to  conduct  simultaneous 
a  periodic  basis .   Lending  to  finance  the 
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3  were  uncovered  during 
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The  types  of  potential  tie-ins  that  should  be  of  concern  to 
public  policymakers  are  due  either  to  self-dealing  or  Co 
inadequate  levels  of  competition.   In  neither  case  is  a  continued 
separation  of  commercial  and  investment  banking  an  appropriate 
way  to  address  effectively  the  problem.   An  example  of  the  former 
is  if  a  bank  official  tried  to  induce  potential  customers  into 
purchasing  a  service  (presumably,  but  not  necessarily,  at  a 
relatively  high  price),  in  which  the  official  had  a  personal 
interest,  by  tying-in  and  underpricing  at  the  expense  of  the 
bank's  or  its  affiliate's  stockholders  a  second  service  in  which 
the  official's  personal  stake  was  less  direct.   Self -dealing  of 
this  kind  can  largely  be  prevented  by  other  means. 

In  the  absence  of  self-dealing  at  the  expense  of  the 
benefactors  of  the  proceeds  of  one  of  the  t 
only  way  the  tie-in  threat  can  be  effective  is  if  the  i 
has  no  viable  alternative.   In  competitive  market 
would  simply  purchase  the  services  elsewhere  at  more  reasonable 

represents  only  one  facet  of  a  broader  antitrust  concern  which  ii 
most  appropriately  dealt  with  through  policies  designed  to  fostej 
greater  competition.   Since  most  banking  markets  are  reasonably 
competitive,  it  is  highly  unlikely  that  investment  bankers,  as  a 
group,  will  be  at  an  unfair  competitive  advantage  due  to  such 
tie-ins.   Moreover,  since  nondepository  i    ' 
more  involved  in  the  extension  of  credit, 
argue  that  commercial  banks  should  not  be  permitted  to  underwrite 
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corporate  securities  on  the  grounds  that  such  tie-ii 

Conclusion 

By  the  1930s,  the  general  view  in  Congress  was 
mixing  of  commercial  and  investment  banking  posed  a 
safety  and  soundness  of  the  banking  system,  created 
conflict-of-interest  situations  and  led 
due  to  the  channeling  of  bank  deposits  i 

Steagall  Act  was  enacted. 

From  the  evidence  gathered  during  the  Senate  investigatior 

concerns  of  Congress  were  valid,  they  could  have  been  handled 
through  less  disruptive  legislative  means.   There  is  little 
evidence  that  the  investment  banking  activities  of  commercial 
bank  affiliates  were  a  major  factor  in  causing  bank  failures, 
lies  underwritten  by  affiliates 
m's  failure,  It  was  generally  becai 

!re  generally  due  to  speculative 


Lng  the  safety  £ 

remedied  * 

from  mixing  commercial  and  ; 
controlled;  but.  they  do  not  appear  to  have  been  so  significant 
as  to  have  warranted  legislation  separating  commercial  and 
investment  banking.   Finally,  the  provision  of  the  1934 
Securities  Exchange  Act  that  authorized  the  Federal  Reserve  Board 
to  regulate  the  extension  of  credit  for  the  purchase  of 
securities  effectively  achieved  the  third  objective  of  the  Glass- 
Steagall  Act,  which  was  to  control  the  speculative  uses  of  bank 
assets  in  the  securities  markets. 

In  conclusion,  bank  affiliates  were  not  regulated,  examined, 
or  in  any  way  restricted  in  the  activities  they  Could  participate 
in  until  the  1930s.   As  a  result,  abuses  occurred.   A  certain 
degree  of  supervision 
bank  affiliate  powers 
eliminating  the  types 
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ATTACHMENT  D 

CnSREHT  3AFEGUABD3 

Section  23A  of  the  Federal  Reserve  Act  restricts 
transactions  between  member  banlcs  and  their  affiliates,  and  the 
Federal  Deposit  Insurance  Act  extends  the  coverage  of  23A  to 
nonmember  insured  banks.   Section  23A  attempts  to  prevent  the 

limitations  on  "covered  transactions"  between  a  bank  and  its 
affiliate,  establishing  collateral  requirements  for  certain 
transactions,  requiring  that  all  transactions  be  on  terms  and 
conditions  that  are  consistent  with  safe  and  sound  banking,  and 
prohibiting  a  bank  from  purchasing  low-quality  assets  of  an 
affiliate.   "Covered  transactions"  include  loans  to  an  affiliate, 
purchases  of  securities  issued  by  an  affiliate,  acceptance  of 
securities  issued  by  an  affiliate  as  collateral,  and  the  issuance 
of  a  guarantee,  acceptance  or  letter  of  credit  on  behalf  of  an 
affiliate. 

Section  23B  of  the  Federal  Reserve  Act  places  additional 
limitations  on  federally  insured  banks  and  their  affiliates,  by 
providing  that  a  bank  may  engage  in  certain  transactiona  with  iCf 
affiliates  only  on  an  "arm's  length"  basis.   In  addition  to  the 
'■covered  transactions"  of  Section  23A,  Section  23B  applies  to  the 
sale  of  securities  or  other  assets  to  an  affiliate,  to  service 
contracts  between  the  bank  and  its  affiliat 
with  a  third  party  where  the  affiliate  has 

The  Federal  Reserve  Board  has  established  prudential 
limitations  on  the  activities  of  the  "Section  20  companies"  of 
bank  holding  companies  (BHCsl  that  underwrite  and  deal  in  debt 
and  equity  securities  to  a  limited  extent.   Among  other  things, 
in  determining  capital  compliance,  BHCs  must  deduct  from 
consolidated  primary  capital  any  investment  in  an  underwriting 
subsidiary,  or  any  extension  of  credit  that  does  not  meet  certain 
collateral  requirements.   BHCs  and  their  subsidiaries  are 
prohibited  from:  entering  into  any  financial  arrangement  that 
might  be  viewed  as  enhancing  the  marketability  of  a  bank- 
ineligible  security  issued  by  the  underwriting  subsidiary; 
extending  credit  to  a  customer  to  purchase  a  bank- ineligible 
security  issued  by  the  securities  affiliate  during  or  shortly 
after  the  underwriting  period;  or  purchasing  ineligible 
securities  from  a  securities  affiliate  during  or  shortly  after 
the  underwriting  period.   Officer,  director  or  employee 
interlocks  between  a  BHCs  underwriting  subsidiary  and  any  bank 
or  thrift  subsidiary  are  prohibited.   An  underwriting  subsidiary 
must  provide  adequate  disclosures  that  its  products  are  not 
federally  insured.   There  are  limitations  on  the  ability  of 
affiliated  banks  or  thrifts  to  provide  investment  advice 
regarding  the  purchase  of  securities  underwritten  or  dealt  in  by 
the  securities  affiliate.   Bank  or  thrift  subsidiaries  are 
prohibited  from  extending  credit  to  a  securities  affiliate  except 
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CFR  S  337.41  . 
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regulation  (1 
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In  our  regulation 

I,  the  tet 

■m  "bona  fide" 

subsidiary  means  a 

subsidiary  of  a 

in  insut 

ed  nonmember  bank  that 

(1)  is 

adequately  capi 

talized 

1,  <2)  is 

physically  separate  and  disi 

linct 

in  its  operatic 

ins  fron 

1  the  opei 

bank.  (3)  maii 

id  other  c 
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separate  corporate  formalities  such  as  separate  board  of 
directors  meetings,  (SI  maintains  separate  employees  who  are 
compensated  by  the  subsidiary,  (61  shares  no  common  officers  with 
the  bank,  (7J  a  majority  of  the  board  of  directors  is  composed  of 
persons  who  are  neither  directors  nor  officers  of  the  bank,  and 
(8'  conducts  business  pursuant  to  independent  policies  and 
procedures  designed  to  inform  customers  and  prospective  customers 
of  the  subsidiary  that  the  subsidiary  is  a  separate  organization 
from  the  bank  and  that  investments  recommended,  offered  or  sold 
by  the  subsidiary  are  not  bank  deposits,  are  not  insured  by  the 
FDIC,  and  are  not  guaranteed  by  the  bank  nor  are  otherwise 
obligations  of  the  bank. 

This  definition  is  imposed  to  ensure  the  separateness  of  the 
subsidiary  and  the  bank.   This  separation  is  necessary  as  the 
bank  would  be  prohibited  by  the  Glass-Steagall  Act  from  engaging 
in  many  activities  the  subsidiary  might  undertake.   Also,  the 
separation  safeguards  the  soundness  of  the  parent  bank. 

The  regulation  provides  that  the  insui 
give  Che  FDIC  written  notice  of  intent  to  t 
subsidiary  that  engages  in  any  securities  B 
days  prior  to  consummating  the  acquisition 
operation  of  the  subsidiary.  These  notices 
supervisory  mechanism  to  apprise  the  FDIC  c 
nonmember  banks  are  conducting  securities  c 
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i  of  Che  subsidiary  are  limited  in  that  it  ma] 
inderwriting  of  securities  that  «ould  otherwii 
;he  bank  itself  under  the  Glass-Steagall  Act 


inless  the  subsidiary  meets  the  bona  f] 

Lde  definition  and  the 

ictivities  are  limited  to  underwriting 

of  investment  quality 

A  subsidiary  may  engage  in  underwriting  other  than  that 

Listed  above  if  it  meets  the  definitior 

1  of  bona  fide  and  the 

iollowing  conditions  are  met: 

la)   The  subsidiary  is  a  member  ir 

1  good  standing  of  Che 

National  Association  of  Securities 

s  Dealers  (NASDl ; 

(b)   The  subsidiary  has  been  in  cc 

jntinuous  operation  for  a 

five-year  period  preceding  the  not 

:ice  to  the  FDIC; 

ic)      No  director,  officer,  genera] 

I  partner,  employee  or  10 

percent  shareholder  has  been  convJ 

icted  within  five  years  of 

•ction  with  the  purchase  o] 

shareholders  is  subject  to  any  state  or  federal 
administrative  order  or  court  order,  judgment  or  decree 
arising  out  of  the  conduct  of  the  securities  business; 

ie]      None  of  the  subsidiary's  directors,  officers,  general 
partners,  employees  or  10  percent  shareholders  are  subject 
to  an  order  entered  within  five  years  issued  by  the 
Securities  and  Exchange  Commission  pursuant  to  certain 
provisions  of  the  Securities  Exchange  Act  of  1934  or  the 
Investment  Advisors  Act  of  1940, ■  and 

If)  All  officers  of  the  subsidiary  who  have  supervisory 
responsibility  for  underwriting  activities  have  at  lease 
five  years  experience  in  similar  activities  at  NASD  member 

A  bona  fide  subsidiary  must  be  adequately  capitalized,  and 
therefore,  they  must  meet  the  capital  standards  of  the  NASD  and 
SEC.  As  a  protection  to  the  insurance  fund,  a  ban)<'s  investment 
in  these  subsidiaries  engaged  in  securities  activities  that  would 
be  prohibited  to  Che  bank  under  the  Glasi 
counted  toward  the  bank's  capital,  that  : 
subsidiary  is  deducted  before  compliance 
requirements  is  measured. 
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121   Transact  business 
comparable  to  transact: 

(3)  Extend  credit  or  n      _ 

to  any  company  whose  obligations  are  underwritten  or 
distributed  by  the  securities  firm  unless  the  securities  are 
of  investment  quality; 

(4)  Extend  credit  or  make  any  loan  directly  or  indirectly 
to  any  investment  company  whose  shares  are  underwritten  or 
distributed  by  Che  securities  company; 

[5}  Extend  credi 
loan  is  to  acquii 
the  securities  company; 
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An  insured  nonmember  bank  is  prohibited  by  regulation  from 
becoming  affiliated  with  any  company  Chat  dlreccly  engages  in  the 
sale,  diaCribuCion,  or  underwriting  of  atockB,  bonds,  debentures, 

Che  affiliate  is  physically  separate  and  distinct  from  the 
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operation  of  the  bank;   t2l  Che  bank  and  the  affiliate  share  no 
common  officers;   (31  a  majority  of  the  board  of  directors  of  Che 
bank  is  composed  of  persons  who  are  neither  directors  or  officers 
of  the  affiliate;   (4)  any  employee  of  the  affiliate  who  is  alao 

activities  o£  the  affiliate  on  the  premises  of  Che  bank  chat 
involve  customer  concacC;  and   [51  the  affiliate  conducts 
business  pursuant  Co  independent  policies  and  procedures  designed 
to  inform  customers  and  prospective  customers  of  the  affiliate 
that  the  affiliate  is  a  separate  organization  from  the  bank  and 
that  investments  recommended,  offered  or  sold  by  the  affiliate 
are  not  bank  deposits,  are  not  insured  by  Che  FDIC,  and  are  not 
guaranteed  by  Che  bank  nor  are  ocherwise  obligations  of  the  bank. 
The  FDIC  has  chosen  noC  to  require  notices  relative  to  affiliates 
because  we  would  normally  find  ouC  about  Che  affiliation  in  a 
deposit  insurance  application  or  a  change  of  bank  control  notice. 

The  FDIC  has  created  an  atmosphere  in  which  bank  affiliation 
with  encicies  engaged  in  securicies  accivities  is  very 
controlled.   Although  we  have  examination  authority  over  bank 
subsidiaries  and  under  Section  IQ (b)  of  the  Federal  Deposit 
Insurance  Act  we  have  the  authority  to  conduct  examinations  of 
affiliates  to  determine  the  effect  of  that  relationship  on  the 
insured  institution,  we  have  in  practice  allowed  these  entities 
to  be  functionally  regulated,  that  ia  FDIC  examination  of  the 
insured  bank  and  SEC  and  NASD  oversight  of  the  securicies 
subsidiary  or  affiliate. 

The  FDIC  feels  Chat  its  established  separations  for  banks 
and  securities  firms  has  created  an  environment  in  which  the 
FDIC  s  responsibility  to  protect  t 
without  creating  duplicative  regu: 
However,  our  experience  indicates  that  Chese  separations  may  not 
be  perfect.   Insider  maneuvering  may  be  able  to  evade  the  intent 
of  the  firewalls,  securities  firms  affiliated  with  nonbank  bank 
holding  companies  may  fall  outside  the  regulatory  coverage  of 
Part  337.4,  and  if  systemic  problems  were  to  develop  in  the 
securities  industry,  the  difficulties  may  overwhelm  the 
protection  in  place. 

Therefore,  the  FDIC  believes  that  functional  regulation 
should  not  be  designed  in  a  fashion  that  would  preclude  the  FDIC 
from  examining  securities  subsidiaries  and  affiliates  for  matters 
which  are  unsafe  and  unsound.   This  would  include  reviewing 
insider  involvement  in  the  securities  firms,  monitoring  financial 
transactions  between  Che  insured  inscicution  and  the  securities 
firm,  reviewing  securities  firms  records  to  assure  Chat  Che 
restricCions  contained  in  Pare  337.4  are  being  adhered  Co,  and 

The  FDIC  is  also  mc 
and  the  SEC  concerning  n 
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we  have  entered  into  an  agreement  in  principle  with  the  NASD 
concerning  examination  of  securities  companies  affiliated  witt 
insured  institutions  and  have  begun  a  dialogue  viith  the  SEC 
concerning  the  exchange  of  information  which  may  be  pertinent 
the  mission  of  the  FDIC. 

The  number  of  banks  which  have  subsidiarieB  engaged  in 
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ATTACHMENT  E 

PROHIBITIONS  AND  REBTRICTIOHS  ON  SECDRITIES 

ACTIVITIES  IMPOSED  BY  SECTION  20  OF  THE 

GU^S-STEAGALL  ACT  AMD  BY  THE  BANK  HOLDING  COMPANY  ACT 

Seccion  20  of  the   Glass-Steagall  Act  {"SecCion  20"!  (12 
U.S.C.  S3771  prohibits  banks  that  are  members  of  the  Federal 
Reserve  System  ("member  banks")  from  affiliating  with 
organizations  that  are  "engaged  principally"  in  underwriting, 
distributing  or  selling  securities.   Section  20  states,  in 
relevant  part,  that:  "no  member  bank  shall  be  affiliated  in  any 
manner  .  .  .  with  any  corporation,  association,  business  trust, 
or  other  similar  organization  engaged  principally  in  the  issue, 
flotation,  underwriting,  public  sale  ...  of  stocks,  bonds, 
debentures,  notes,  or  other  securities  .  .  .  ."  12  U.S.C.  S377. 
The  statute  defines  an  "affiliate"  to  include  any  corporation, 
business  trust,  association  or  other  similar  organization  -- 

(1)  Of  which  a  member  bank,  directly  or 
indirectly,  owns  or  controls  either  a  majority  of 
the  voting  shares  or  more  than  SO  percent  of  the 
number  of  shares  voted  for  the  election  of 
directors,  trustees,  or  other  persons  exorcising 


(2)  Of  which  control  is  held,  directly  or 
indirectly,  through  stock  ownership  ...  by  the 
shareholders  of  the  member  bank  who  own  or  control 
either  a  majority  of  the  shares  of  such  bank  or 
more  than  50  percent  of  the  number  of  shares  voted 
for  the  election  of  dii 


{3)  Of  which  a  majority  of  directors, 
other  persons  exercising  similar  funct 
any  one  member  bank;  or 


:tly,  either  a  majority  of  the  shares  of 
stock  of  a  member  bank  or  more  that  50 
.  of  the  number  of  shares  voted  for  the 
m  of  directors  of  a  member  bank  ....  12 
S221a. 

iction  16  of  the  Glass-Steagall  Act,  which 
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as  long  as  the  nonbank  institution  is  not  engaged  "principally" 
in  the  securities  activities  restricted  by  Section  20.   Section 
20  itself,  however,  does  not  define  the  term  "principally 
engaged."  The  legislative  history  of  Section  20  also  fails  Co 
define  or  explain  the  precise  meaning  of  the  term.'  To  date, 
the  United  States  Supreme  Court  has  not  ruled  on  the  question  and 
very  few  lower  federal  courts  have  addressed  it.'   Thus,  the 
meaning  of  the  term  "engaged  principally"  is  not  firmly  resolved. 
Based  on  court  decisions  on  other  related  provisions  of  the 
Glass-Steagall  Act,  and  absent  further  clarification  by  the 
United  States  Supreme  Court,  the  term  "engaged  principally"  is 
not  confined  to  the  majority  of  a  firm's  business.   Instead,  any 
bank  affiliate  engaged  in  securities  underwriting  as  a 
"substantial  activity"  would  be  in  violation  of  Section  20.'   A 
determination  of  what  level  of  activity  is  "substantial," 
however,  is  still  required. 


T 

he  Federal 

Re 

serve 

has  approved  nume 

roua  applications 

allowi 

ng  at 

11 

ed 

Sec 

ion  20  Bubsidiarie 

deal  i 

ti 

3m  the  Glass-Steagall 

i. 

igible  securities" 
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»curities  underwriting 
lale.  in  part,  as 

(Tl he  Board  believes  it  is  bound  by  Che  sCatutory 
language  of  section  20  [of  the  Glass-Steagall  Act] 
to  conclude  that  a  member  bank  affiliate  may 
underwrite  and  deal  in  Che  ineligible  securities 
proposed  in  the  application,  provided  that  this 
line  of  business  does  not  constitute  a  principal 
or  substantial  activity  for  the  affiliate.   The 

'  Sss  Banking  Law,  Vol.  5,  S  96.02(3)  (Matthew  Bender,  1994). 

^  In  Board  of  Governors  v.  Aqnew,  329  U.S.  441  (1947),  the 
United  States  Supreme  court  defined  Che  term  "primarily"  to  mean 
"substantial."  This  was  in  Che  context  of  section  32  of  the  Glass- 
Steagall  Act.  however,  and  not  Section  20.  (Section  32  restricts 
officer,  director  and  employee  overlap  between  member  banks  and 
entities  "primarily  engaged"  in  securities  underwriting.! 

^  ££.  Board  of  Governors  v.  Aonew .  supra 
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Board  reaffirms  its  conclu 

intended  that  the  'engaged 

permit  a  level  of  otherwise  impermissible 

underwriting  activity  in  an  affiliate  that  would 

not  be  quantitatively  eo  substantial  as  to  present 

a  danger  to  affiliated  banks  .... 

with  respect  to  the  appropriate  quantitative  level 
of  ineligible  activity  permitted  under  section  20. 
the  Board  concludes  that  a  member  bank  affiliate 
would  not  be  substantially  engaged  in  underwriting 
or  dealing  in  ineligible  securities  if  its  gross 
revenue  from  that  activity  does  not  exceed  a  range 
of  between  five  to  ten  percent  of  its  total  gross 
revenues  .  .  .  .  ■   Citicorp.  J. P.  Morgan  fc  Co.. 
Inc..  and  Bankers  Trust  Mew  York  Corp..  73  Fed. 
Res.  Bull.  473,  475  [1987).' 


^  The  Federal  Reserve  Board's  standard  was  sustained  by  the 
Second  Circuit  Court  of  Appeals  in  Sec.  Ind.  Ass'n  v.  Board  of 
Governors.  839  F.2d  47,  6B  (2d  Cir.  1988) ,  cert,  denied.  486  U.S. 

In  July  1994,  the  Federal  Reserve  requested  conraients  on 
proposed  alternatives  to  the  current  "gross  revenue'  and  'indexed 
gross  revenue'  tests.  59  ££d  fifig.  35,516  (1994). 
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Hich  specified  e 
( "BHC  ActI  prohibits 

acquiring  direct  or  inOirect  ownership  or  control  ot  any  voti 
shares  of  any  company  that  ia  not  a  bank  [12  U.S.C.  S18431al> 
Under  Section  4 (c)  (8)  of  the  BHC  Act  (id-  at  1843  (cl  181 )  that 
prohibition  does  not  apply  to  a  BHC's  acquisition  of  "shares 
any  company  the  activities  of  which  the  [Federal  Reserve] 
Board  .  .  .  has  determined  Iby  order  or  regulation]  to  be  so 
closely  related  to  banking  or  managing  or  controlling  banks  e 
be  a  proper  incident  thereto  ...."'   In  the  1987  Order  the 
Federal  Reserve  concluded  that  underwriting  and  dealing  in 
"ineligible  securities"  is  "closely  related"  and  a  "proper 
incident"  to  banking  under  the  BHC  Act.' 

Specifically,  the  Board  of  Governors  stated  that 
"underwriting  and  dealing  in  (        ..  .  ... 

bonds  and  1-4  family  mortgage-related  securities,  under  the 
limitations  discussed  in  [the  19B7)  Order,  are  closely  related  to 
banking,  because  banks  provide  services  that  are  so  operationally 
and  functionally  similar  to  Che  proposed  services  that  banking 
organizations  are  particularly  well  equipped  to  provide  such 
services  .  .  .  IT] he  proposed  activities  are  natural  extensions 


'  The  BHC  Act  requires  approval  by  the  Federal  Reserve  for 
the  formation  of  a  BHC.  12  U.S.C.  §1841  fit  fififl.  A  BHC  is  any 
"company"  that  has  "control"  over  any  "bank"  or  over  any  company 
that  is  or  becomes  a  BHC.  The  BHC  Act  defines  a  "company,"  in 
part,  as  a  corporation,  partnership,  business  trust,  association, 
or  similar  organization.  Id.  at  lB4l(b).  A  "bank"  includes  an 
"insured  bank"  under  the  Federal  Deposit  Insurance  Act  that;  (1) 
accepts  demand  deposits  or  deposits  that  the  depositor  may  withdraw 
by  check  or  similar  means  for  payment  to  third  parties,  and  (2)  is 
engaged  in  the  business  of  making  commercial  loans. 
Id-  at  1841(c)  . 

Under  the  BHC  Act  a  company  "controls"  a  bank  if:  (1)  the 
company  directly  or  indirectly  owns,  controls,  or  has  the  power  to 
vote  at  least  25  percent  of  any  class  of  the  bank's  voting 
securities;  12)  the  company  controls  the  election  of  a  majority  of 
the  bank's  board  of  directors  or  trustees;  or  (31  the  Federal 
Reserve  determines  after  the  opportunity  for  hearing  that  the 
company  exercises  a  controlling  influence  over  the  bank's 
management  or  policies.  Id.  at  1841(al. 


I  Federal  Reserve  in 
ons,  12  C.F.R.  S225. 
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of  activities  currently  conducted  by  banks  ...,"'  The  Board 
of  Governors  also  concluded  that  the  "proposed  underwriting  and 
dealing  activities"  were  a  "proper  incident  to  banking  Ibecauae 
they]  may  reasonably  be  expected  to  result  in  substantial  public 
benefits  that  outweigh  possible  adverse  effects."'" 

In  the  orders  that  the  Federal  Reserve  has  issued  in 
connection  with  the  permissible  securities  underwriting 
activities  of  member  bank  affiliates,  the  Federal  Reserve  has 
expressed  concerns  about  the  potential  for  adverse  effects  that 
might  result  from  the  proposed  activities,  auch  as  unsound 
banking  practices,  conflicts  of  interest,  unfair  competition, 
undue  concentration  of  resources  and  loss  of  public  confidence. 
Because  of  these  concerns,  the  Federal  Reserve  has  included 
limitations  and  conditions  in  its  "Section  20"  orders.   There 
were  separate  protections  in  the  Federal  Reserve's  original  ordei 
of  which  the  following  are  the  most  significant: 

•  In  determining  compliance  with  capital  adequacy 
requirements,  the  applicant  is  required  to  deduct  from 
its  consolidated  capital  any  investment  in  the 
underwriting  subsidiary  that  is  treated  as  capital  in 
the  underwriting  subsidiary. 

•  The  underwriting  subsidiary  shall  maintain  at  all 
times  capital  adequate  to  support  its  activity  and 
cover  reasonably  expected  expenses  and  losses  in 
accordance  with  industry  norms. 

•  Ho  applicant  or  subsidiary  shall  extend  credit, 
issue  or  enter  into  a  stand-by  letter  of  credit,  asset 
purchase  agreement,  indemnity,  insurance  or  other 
facility  that  might  be  viewed  as  enhancing  the 
creditworthiness  or  marketability  of  an  ineligible 
securities  issue  underwritten  by  an  affiliated 
underwriting  subsidiary. 

•  There  will  be  no  officer,  director  or  employee 
interlocks  between  an  underwriting  subsidiary  and  any 
of  the  BHC's  bank  or  thrift  subsidiaries. 


1987  Order, 
'  19B7  Order, 
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•  An  affiliated  bank  may  not  express  an  opinion  with 
respect  to  the  advisability  of  the  purchase  of  the 
ineligible  securities  underwritten  or  dealt  in  by  an 
underwriting  subsidiary  unless  the  bank  affiliate 
notifies  the  customer  that  its  affiliated  underwriting 
subsidiary  is  underwriting  or  making  a  market  in  the 


the  underwriting  subsidiary,  shall  purchase,  as 
principal,  ineligible  securities  that  are  underwrittt 
by  the  underwriting  subsidiary  during  the  period  of  1 
underwriting  and  for  60  days  after  the  close  of  the 
underwriting  period. 


•   No 

lending  af 

filiates 

may  di 

sclose  to 

the  undei 

public 

customer 

informaCi 

•B  laws  and  with  the  issuer's  consent)  anc 
or  employees  of  the  underwriting  subsidi; 
'.   such  information  to  its  affiliates." 


'    1987   Order,    pp.    503-504. 
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Mr.  Chainnan  and  members  of  the  Commiiiee.  I  welcome  ihis  opponuniiy  [o 
discuss  H.R.  IS,  [he  Financial  Services  Competiiiveness  Act  of  1995.  I  commend  you 
foT  so  quickly  offering  an  initiative  to  modernize  our  financial  services  system.  I  also 
applaud  Representative  Baker  For  his  thoughtful  proposal.  Today,  artificial  and 
antiquated  barriers  and  restrictions  impede  the  ability  of  banks,  securities  firms,  and 
other  financial  companies  to  operate  efficiently,  to  provide  the  range  of  products  and 
services  their  customers  desire,  and  to  fuel  economic  growth.  Financial  services 
modernization  is  more  than  just  an  interesting  idea.  It  will  result  in  better  customer 
service,  more  efficient  businesses,  and  a  more  vital  financial  services  sector  for  the 
Nation's  economy. 

For  banks,  activities  diversification  is  an  essential  complement  to  the  geographic 
diversification  authorized  by  Congress  last  year.  Together,  they  form  the  necessary 
cornerstones  for  a  vigorous  banking  system.  Both  types  of  diversificatloD  are  needed 
(o  ensure  that  our  banks  can  meet  the  needs  of  their  local  customers  and  communities 
as  well  as  remain  competitive  in  international  financial  markets. 

The  Secretary  of  the  Treasury  has  announced  several  concepts  directed  toward 
legislation  in  this  area.  He  will  testify  hiriher  in  this  regard  shortly.  I  support  the 
Secretary's  approach. 

There  is  much  about  H.R.  IS  that  i  support.  I  nonetheless  have  a  number  of 
serious  concerns,  particularly  about  those  provisions  that  force  banking  organizations 
into  rigid  structures  that  will  make  them  less  efiicient  competitors  and  less  effective  at 
meeting  the  needs  of  their  customers. 

I.  Maximizing  Competition 

Mr.  Chairman,  we  agree  on  the  fundamental  reason  to  reform  our  financial 
services  Industry.  Allowing  banking  organizations  to  expand  their  activities  will  lead 
to  improved,  more  convenient,  and  less  costly  services  for  consumers  of  financial 
services—individuals  as  well  as  small  and  large  businesses.  Competitive  nnancial 
services  markets  are  the  most  efficient  financial  services  markets,  and  thus  the  best  able 
to  serve  and  benefit  alt  customers. 

The  benefits  of  allowing  banks  to  engage  in  investment  banking  activities  will 
likely  show  up  most  clearly  on  "Main  Street  America,"  A  small-  or  medium-sized 
business  seeking  to  grow  may  need  lo  move  from  traditional  bank  loans  to  more 
sophisticated  means  of  financing,  such  as  the  public  debt  or  equity  markets.  Such  a 
business  typically  develops  a  close  working  relationship  with  its  commercial  banker, 
who  may  be  able  to  offer  useful  perspectives  as  the  business  seeks  to  graduate  to  a 
middle  market.    Yet.  today,  the  ability  of  banks  to  facilitate  a  customer's  changing 
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Tinancial  needs  is  limited,  Resiriclions  on  the  activities  of  commerciai  banks  deprive 
thai  customer  of  the  option  to  cominue  to  work  with  a  iender  knowledgeable  about  its 
business  when  the  customer  seeks  to  access  the  capital  markets.  The  customer  is  also 
deprived  of  the  benefits  of  price  and  product  compelilion  from  banks  that  would 
otherwise  seek  its  business.  The  lack  of  price  competition  translates  into  increased 
financing  costs.  The  lack  of  product  competition  limits  the  availability  of  innovative 
financing  approaches  for  businesses. 

A  more  troubling  result  for  a  business  occurs  if  its  commercial  lender  cannot 
serve  its  evolving  flnancing  needs,  and  no  one  else  will.  Small  businesses  often  need 
amounts  or  types  of  financing  that  nonbank  financial  institutions  have  no  interest  in 
providing.  In  these  situations,  the  inability  of  banks  to  offer  a  more  comprehensive 
selection  of  financing  forces  some  small-  and  medium-sized  firms  to  perpetuate 
inappropriate  financing  arrangements.  By  harnessing  the  credit  knowledge  of  the 
banking  system,  fmancial  modernization  promises  these  businesses  broader  access  to 
capital  markets. 

Increased  competition  could  have  benefits  for  states  and  municipalities  as  well. 
At  a  time  when  all  levels  of  government  are  trying  to  save  money  yet  preserve  essential 
services,  we  should  offer  stale  and  local  authorities  the  benefits  of  more  effective  price 
competition.  We  have  known  of  these  benefits  for  many  years.  A  1968  study  issued 
by  the  Office  of  the  Comptroller  of  the  Currency  demonstrated  this  point  clearly,' 
H.R.  18  recognizes  this  benefit  in  its  provisions  allowing  greater  authority  for  national 
banks  to  underwrite  revenue  bonds.  But  I  would  urge  more  flexibility  in  this  matter 
than  H.R,  18  provides.  Specifically.  I  would  allow  national  banks  to  underwrite 
municipal  revenue  bonds--as  they  are  today  allowed  to  underwrite  municipal  general 
obligation  bonds- -regardless  of  whether  the  bank  has  a  securities  afflliate. 

In  addition,  the  increased  competition  provided  by  banks  in  these  markets  will 
both  lower  costs  to  customers  and  increase  (or  in  some  instances  create)  access  to  the 
capital  markets  for  larger  businesses,'  Market  access— whether  by  way  of  se 


'  Wm  Paul  Smith.  Comrrervid  Bank  Entry  Into  Revtmie  Bond  Undermiling:  Corrpetilive  InpM 
and  Public  Benefils  (V/3sti\aslon,  D.C.:  U.  S.  Treasury  Depanment.  Office  of  Ihe  Cmnplroller  of  Ihe 
Currency.  1968) 

'  Samuel  L.  Hayes  111.  A,  Michael  Spence.  and  David  Vac  Praag  Mark.  Conpelilion  in  Ihe 
InvesUnem  Balking  Indusoy  (Cambridge.  MA:   John  Wiley  &  Sons,  1985).  pp,  57-S8.  274:  Richard 
M.  Levich.  'A  View  From  [he  tntemalional  Capital  Markets.'  in  Deregidcaing  Wall  Sireet: 
Commetcial  Sank  Penelralion  of  the  Corporae  Securities  M^kel,  edited  by  Ingo  Walter  (New  York: 
John  Wiley  &  Sons,  1985).  p,  274;  Mxkmization  of  the  Financial  Services  InduHiy:  A  Plcmjor 
Caf»t<J  Mobility  mthin  a  FraneworkfotScfe  and  Sound  Baling.  Report  100-324,  U.S.  House  of 
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access  lo  Ihe  commercial  paper  market,  or  underwriting  revenue  bonds—will  spur 
economic  development.  The  economic  boost  that  competition  in  this  area  provides  will 
translate  into  increased  jobs  and  will  deepen  and  strengthen  our  capital  markets. 

However.  I  say  all  of  this  with  one  important  caveat.  None  of  these  benefits  will 
materialize  unless  new  entrants  can  compete  effectively.  It  is  not  enough  to  allow  a 
bank  lo  undertake  new  activities  if,  in  so  doing,  we  impose  so  many  unnecessary 
regulatory  burdens  that  we  lose  the  benefits  of  diversification.  If  we  dismantle  the 
Glass -Steagall  wall,  we  must  not  leave  so  much  regulatory  barbed  wire  in  its  place  that 
we  defeat  our  objectives. 

This  leads  me  to  (wo  fundamental  concerns  about  H.R.  IS.  First,  (he  bill  rigidly 
compartmentalizes  new  aciLVLiies  to  address  safely  and  soundness  concerns.  I  believe 
effective  safety  and  soundness  oversight  requires  a  more  flexible  supervisory  approach. 
While  any  new  Unancial  activity  emails  risk,  we  must  recognize  that  safely  and 
soundness  can  increase  when  banks  realize  efflciencies  from  affiliations  with  other 
fmancial  services  firms. 

Second,  H.R.  !S  shifts  new  fmancial  services  act  iv  I  ties—and  even  some 
iradiiional  ones—from  banks  and  iheir  subsidiaries  to  holding  company  affiliates.  Safely 
and  soundness  considerations  do  not  require  this  surgery.  It  will  leave  banks  atrophied, 
dependent  on  affiliaie  life-support  systems.  The  long-term  health  of  the  economy  and 
the  banking  system  depends  on  banks'  ability  to  remain  strong  and  innovative  financial 
services  providers  in  their  own  right. 

II.   Preserving  Safely  and  Soundness 

My  first  concern  with  H.R.  18  is  that  the  bill  relies  too  heavily  on  organizational 
structure  and  transactional  firewalls  as  supervisory  devices  to  shield  institutions  from 
the  perceived  risks  of  expanded  financial  services  activities.    The  bill  allows  broader 


ovemmenl  Operalions.  lOfth  Cong,.  Is(  Sess,  (USGPO.  1987), 
Appendix.  "Supplememary  Dau  on  Underwriting  Concenlralion,"  Exhibits  C-1  and  G-l,  pp.  85,  88; 
David  Neustadi.  'Investment  Banking  Paity  Ends  As  Commercial  Banks  Gel  Invite.'  Ameriean 
BaJar,  April  II.  1988.  pp.  I.  38-39:  Jed  Hotowilz,  'There's  Life  Aflec  Glais-Sleagall  For  Wall 
Street.  Repon  Says,'  American  BarAer,  December  2.  1987,  pp.  3,  8:  Thomas  A.  Pugel  and  Lawrence 
J.  While.  "An  Analysis  of  ihc  Compclilive  Effecls  of  Allowing  Commercial  Bank  AfTiliates  lo 
Underwrite  Corporale  Securities, '  in  Deregulaling  Wdl  Slreel:  Commercial  BankPertelralioncflhe 
Corporae  Securilies  Market,  edited  by  Ingo  Waller  (New  York:   John  Wiley  &  Sons,  1985),  p.  209; 
and  David  S.  Kidwell,  M.  Wayne  Mart,  and  G.  Rodney  Thompson.  'Shelf  Regisiration'  Competilion 
and  Markcl  Flexibilily.'  Joufnd  (^ law  aid  Economics,  vol,  30  (April  1987).  pp.  181-206. 
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:s  activities  to  be  conducted  by  banking  organizations,  but  (with  one  exception) 
only  through  a  bank  holding  company  affiliate.  It  prohibits  other  structural  options, 
poteniially  more  emcieni  or  beiier  suited  to  a  particular  banking  organization,  such  as 
the  use  of  bank  subsidiaries. 

In  addiljon,  if  banks  wish  lo  take  advaniage  of  this  new  opportunity  lo  engage 
in  broader  securities  activities,  they  must  discontinue  activities  Ihai  are  customary. 
profitable,  and  that  have  not  been  the  basis  for  safety  and  soundness  concerns.  For 
example,  a  bank  could  no  longer  securitize  and  sell  its  loans.  It  could  no  longer 
participate  in  financial  market  innovations  because  it  would  be  barred  from  underwriting 
and  dealing  in  any  securities  other  than  those  listed  by  statute.  And  banks  would  have 
to  discontinue  their  private  placement  services  for  institutional  customers. 

H.R.  18  also  contains  extensive  firewalls  that  would  separate  a  bank  and  its 
securities  affiliate  to  such  an  extent  that  it  may  preclude  reasonable  opportunities  for 
synergies.  These  restrictions  in  many  cases  would  disadvantage  a  bank  securities 
affiliate  relative  to  an  unrelated  third  party  securities  firm,  placing  banking 
organizations  at  a  competitive  disadvantage. 


Let  me  make  two  further  points  about  relying  on  organizational  structure  to  limit 
risk  and  protect  bank  customers.  First,  these  devices,  as  contemplated  in  H.R.  18.  will 
not  deliver  the  safety  and  soundness  benefits  that  we  need.  We  catmot  depend  on  them 
to  protect  the  bank  in  moments  of  crisis.  In  fact,  because  they  are  a  source  of 
unnecessary  costs,  they  may  actually  detract  from  safety  and  soundness.  Second,  we 
have  a  materially  better  alternative.  A  combination  of  effective  supervision  and 
adaptable  firewalls  can  deliver  the  safety  and  soundness  we  need,  without  excessive 


Proponents  of  the  corporate  structure  approach  argue  that  it  promises  safety  and 
soundness  by  insulating  the  bank  from  risk.  But  corporate  structure  may  fail  to  deliver 
the  insulation  from  risk  that  it  promises  in  theory.  Experience  leaches  that  the  location 
of  an  entity  in  a  banking  organization's  corporate  structure,  i.e..  whether  it  is  a 
subsidiary  of  the  holding  company  or  of  the  bank,  does  not  matter  when  a  banking 
organization  decides  whether  to  support  its  affiliates  and  maintain  its  public  reputation. 
For  example,  where  customers  or  creditors  are  aware  of  the  relationship  between  a 
holding  company  subsidiary  and  a  bank—and  it  is  highly  unlikely  sophisticated 
customers  would  not  be~it  is  questionable  whether  a  holding  company  will  feel  free  to 
walk  away  from  a  troubled  aftlliate,  since  doing  so  could  hurt  the  reputation  of  the 
bank  itself.  In  the  1970s  several  large  bank  holding  companies  bailed  out  their  failing 
real  estate  investment  trust  affiliates.  Just  last  year,  several  holding  companies  came 
to  the  rescue  of  troubled  aftlliated  money  market  mutual  funds. 
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Proponents  of  firewalls  also  contend  they  are  necessary  to  prevent  afflltates  from 
making  unlimited  draws  on  the  bank's  capital  and  fiam  taking  advantage  of  their 
affiliates'  customers.  When  applied  lo  certain  kinds  of  activities,  these  firewalls,  along 
the  lines  of  Sections  23A  and  23B  of  the  Federal  Reserve  Act.  and  separate  capital 
requirements  can  play  a  useltil  role  in  reducing  a  bank's  exposure  to  risk,  protecting 
against  conflicts  of  interest,  and  preventing  consumer  abuses.  But  we  must  be  realistic 
about  their  shortcomings. 

By  far  the  most  crucial  shortcoming  eoDcems  the  effects  of  overly  rigid  firewalls 
on  the  potential  benefits  of  permitting  banking  organizations  to  engage  in  noniraditional 
activities.  Unduly  stringent  restrictions  could  eliminate  many  of  the  incentives  that 
motivate  banks  to  enter  new  activities.  Therefore,  it  would  be  a  mistake  to  legislatively 
mandate  extensive,  detailed,  and  inflexible  firewalls,  particularly  to  broad  categories 
of  activities.  Rather,  supervisors  need  authority  to  adapt  firewalls  to  specific  activities 
the  conduct  of  which  entail  the  greatest  risks. 

For  example,  it  would  not,  in  our  view,  be  appropriate  to  apply  substantial  new 
restrictions  because  a  bank,  bank  subsidiary,  or  bank  affiliate  begins  to  underwrite  state 
and  municipal  revenue  bonds.  Banks  have  underwritten  state  and  municipal  general 
obligation  bonds  for  years,  without  ill  effects.  Why  then,  should  substantial  new 
restrictions  be  applied  when  those  activities  are  expanded  to  include  revenue  bond 
underwriting?  On  the  other  hand,  regulators  should  be  able  to  provide  meaningful 
firewalls  for  other  activities,  such  as  some  or  all  aspects  of  property  and  casualty 
insurance  underwriting. 

In  contrast  lo  a  careful  and  targeted  use  of  firewalls,  the  structure  H.R.  IS 
mandates  for  conducting  new  activities  and  operational  restrictions  are  blunt  instruments 
that  I  fear  would  undermine  key  benefits  of  financial  services  modernization.  If  we 
want  a  healthy,  modem  banking  system,  regulators  must  have  the  flexibility  to  adopt 
modem  approaches  to  supervision. 

Given  the  widespread  doubts  regarding  the  efficacy  of  structural  separaleness  and 
the  costs  involved  in  establishing  a  holding  company  structure,  proponents  of  restricting 
new  activities  to  holding  company  affiliates  shmid  bear  the  burden  of  demonstrating 
that  the  holding  company  structure  is  the  most  effective  approach  to  safety  and 
soundness.  Otherwise,  the  market  should  be  free  to  make  its  own  structural  choices  to 
maximize  operational  efficiency  and  minimize  risk. 

Fortunately,  we  need  not  depend  upon  stamtorily  mandated  structural  devices  to 
proieci  against  risk.  Let  me  describe  the  supervisory  alternative.  In  determining 
whether  a  banking  organization  should  conduct  a  particular  new  activity,  the  bank 
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regulator  must  focus  noi  only  on  ihe  specific  activity  but  also  on  the  nature  of  the 

bank's  current  activities  and  on  how  the  bank  intends  to  Integrate  the  new  business  into 
its  operations.  We  must  be  certain  the  activity  is  appropriately  supervised  both  by  the 
bank  anti  by  its  regulator.  Relying  on  supervision,  combined  with  corporate  rt 
thai  fit  the  specific  situations,  is  superior  to  relying  on  mere  structural  C' 
allows  regulators  to  tailor  the  risk  management,  in  light  of  economic  conditions,  to  the 
peculiar  risks  presented  by  new  activities  as  they  are  conducted  by  a  particular  bank. 
One-size- fits-all  structural  constraints  and  rigid  firewalls  add  nothing  to  such 
supervision,  and  Ihey  add  liiile  protection  in  crises. 

Placing  the  emphasis  on  a  combination  of  supervision  and  appropriate  corporate 
safeguards  is  important  because  it  allows  us  lo  adopt  the  kind  of  management  that  is 
necessary  for  a  particular  activity  conducted  in  a  particular  manner.  Moreover, 
supervision  and  risk  control  systems,  including  modeling  and  stress  testing,  have 
improved  and  become  more  sophisticated  over  time  and  have  adapted  to  the  constantly 
changing  ways  in  which  even  the  same  activities  are  conducted.  As  banks  develop  new 
products,  and  new  ways  lo  synthesize  risks,  the  regulator  can  adapt  its  supervisory 
practices  lo  marketplace  developments. 

Therefore,  safety  and  soundness  depends  on  more  than  just  risk  insulation,  and 
is  independent  of  corporate  structure.  It  is  fundamentally  determined  by  how  an 
activity  is  conducted,  how  risks  are  managed,  and  how  an  institution  is  supervised.  No 
matter  what  corporate  structure  is  in  place,  strong  and  effective  supervision-- which 
includes  appropriate  treatment  of  capital  to  limit  the  exposure  of  the  insured  inscicution. 
and  hands-on  examination -is  crucial  to  keeping  risk  in  check  and  protecting  the  safety 
and  souitdness  of  the  banking  system  and  the  deposit  insurance  fiiod. 


III.   Structural  Choices  and  Safety  and 

My  second  concern  is  thai  H.R.  18's  imbalance  in  favor  of  activities  conducted 
in  holding  company  affiliates  instead  of  in  bank  subsidiaries  could  increase  risk  and  sap 
the  vitality  of  our  banking  system.  Limiting  activities  can  make  banks  riskier  for 
several  reasons. 

First,  limiting  activities  deprives  banks  of  the  safely  and  soundness  benefits  of 
diversification.  By  putting  all  of  their  eggs  in  one  basket,  it  leaves  them  prey  to  the 
vagaries  of  one  market,  one  set  of  risks. 

Second,  limiting  activities  will  prevent  banks  from  evolving  beyond  a  narrow 
market  segmeni.  impairing  their  ability  to  continue  to  do  a  safe  and  profitable  business. 
External  market  forces  such  as  the  advent  of  diverse  debt  markets  and  increased 
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competition  from  non-bank  providers  have  dramatically  shortened  the  reach  and 
profitability  of  traditional  banking  activities,  chiefly  lending,  over  the  past  thirty  years. 

Third,  limiting  activities  will  cause  banks  to  continue  to  lose  their  better 
customers,  making  even  their  traditional  activities  less  safe.  As  competitors  rush  to 
develop  new  products,  to  learn  about  the  risks  of  these  offerings,  and  la  compete 
aggressively  for  bank  customers,  banks  and  their  subsidiaries  will  need  the  ability  10 
provide  products  to  respond  lo  market  demands.  Accordingly,  there  should  be  a  strong 
presumption  In  favor  of  allowing  new  activities  to  be  conducted  by  bank  subsidiaries 
as  well  as  holding  company  affUiaies  where  die  particular  activities  do  not  materially 
increase  the  risk  of  the  bank. 

The  long-term  viability  of  our  banking  system  depends  upon  the  ability  of  banks 
(directly  and  through  their  own  subsidiaries)  to  be  strong  and  competitive  financial 
services  providers  in  their  own  right.  Key  to  that  result  is  that  banking  organizations 
have  reasonable  choices  regarding  the  most  efficieni  corporate  structure  for  conducting 
business.  Unless  compelled  by  reasons  of  safety  and  soundness— which  I  do  not  believe 
is  the  case  for  securities,  insurance,  and  many  other  financial  activities—banking 
organizations  should  be  allowed  to  innovate,  either  through  holding  company  affiliates 
or  bank  subsidiaries,  as  they  and  the  market— not  the  govemment-deem  appropriate. 

Artificial  limits  and  segregation  of  non-traditional  and  innovative  products  and 
services  do  not  further  safely  and  soundness  in  our  complex  and  increasingly 
competitive  financial  system.  Forcing  innovation  and  new  product  development  to 
occur  outside  of  a  bank  and  its  subsidiaries,  restricting  banks  to  a  very  narrow  range 
of  familiar  activities,  would  ill-serve  the  banking  system  and  the  Nation's  consumers. 

Empirical  evidence  suggests  thai  non-traditional  financial  activities  need  not 
threaten  bank  safety  and  soundness.  In  this  regard,  let  me  offer  several  observations. 
First,  U.S.  banks,  through  foreign  branches  and  subsidiaries,  as  well  as  holding 
company  affiliates,  have  successfully  engaged  in  a  variety  of  non-trad  It  lonal  activities 
abroad  for  many  years.   The  authority  for  this  is  longstanding. 

Second,  banks  in  most  G-10  countries  have  been  engaging  in  a  broad  range  of 
financial  services  activities,  including  the  activities  specifically  referred  to  in  H.R.  18, 
for  many  years.  Again,  no  empirical  evidence  indicates  that  engaging  in  these  activities 
has  threatened  the  safely  and  soundness  of  these  institutions.'  On  the  contrary,  foreign 


'  The  failure  of  Barings  over  ihe  past  w«kend  arose  from  unauthorized  derivative 
Derivaiives  activities  arc  within  the  scope  of  acliviiies  currency  permissible  for  both  U.S.  a 
banks  and  accordingly  are  not  (he  kind  of  new  activity  ai  issue  in  Glass -Sleagall  reform. 
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bank  supervisors  have  told  me  that  income  from  oon-tradicional  activities  has  been  a  key 
support  to  the  safety  and  soundness  of  certain  banks  during  periods  of  financial  stress. 

Third,  there  is  no  support  for  the  premise  that  a  bank  would  bear  more  risk 
holding  municipal  revenue  bonds  (or  other  types  of  securities),  for  a  matter  of  hours, 
as  part  of  an  underwriting,  titan  it  does  today  when  It  holds  government  securities  or 
municipal  general  obligation  bonds,  for  a  matter  of  hours,  in  connection  with  currently 
permissible  bai;k  underwriting  activities.  Common  sense  suggests  ttiat  neither  of  those 
market  risks  is  necessarily  greater  than  making  and  holding  a  long-term  commercial 
loan. 


Finally,  the  risks  to  banks  from  insurance  activities  are  generally  no  greater  than 
those  presented  by  commercial  lending.  U.S.  banks  have  offered  a  variety  of  insurance 
scivices  to  their  customers  for  many  years.  They  already  sell  all  types  of  insurance  in 
towns  with  populations  of  less  than  5,000.  They  underwrite  and  sell  municipal  bond, 
credit  life,  accident,  and  health  insurance  nationwide. 

Recent  research  also  lends  support  to  the  conclusion  that  commercial  and 
investment  banking  can  be  combined  safely.  Scholars  have  found  that  the  Glass- 
Steagall  Act's  separation  of  commercial  and  invesuneni  banking  was  not  justified  either 
on  safely  and  soundness  grounds  or  as  a  response  to  documented  problems.  In  fact, 
banks  with  securities  affiliates  failed  less  frequently  than  other  banks.  A  path-breaking 
1986  study  by  Eugene  White  of  Rutgers  University  found  no  convincing  historical 
evidence  thai  any  of  the  9.000  banks  that  failed  between  1930  and  1933  did  so  as  a 
result  of  their  investment  banking  activities.'  It  seems  the  separation  between 
commercial  and  investment  baiJiing  largely  reflected  the  continued  faith  of  legislators 
and  regulators  in  the  now-discrediied  Real  Bills  Doctrine,  which  held  thai  making  shori- 
lerm  loans  for  productive  purposes  and  secured  by  real  goods  was  the  only  appropriate 
lending  activity  for  coimnercial  banks.  The  immediate  impetus  for  passage  of  the  Act 
came  from  a  serious  misdiagnosis  of  the  causes  of  the  banking  collapse  in  the  1930s, 
together  with  widespread  public  resentment  toward  bankers  involved  in  underwriting 
and  distributing  corporate  securities. 

Another  recent  study  found  that  the  securities  underwritten  by  commercial  banks 
in  the  years  1921-1933,  far  from  being  unduly  speculative,  tended  to  be  higher  in 
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quality  than  those  underwritten  by  inveslmenl  banks.'  A  detailed  study  of  the  hearings 
preceding  passage  of  the  Glass-Sieagall  Act  by  George  Benston  of  Emory  University 
found  little  concrete  evidence  of  the  alleged  abuses  by  commercial  banks'  securities 
affiliates.' 

In  sum,  H.R.  18  represents  an  opportunity  to  enhance  the  safely  and  soundness 
of  banks.  But  the  ability  of  banks  to  seize  that  opportunity  will  depend  upon  the  extent 
to  which  they  can  diversify  without  inefficient  and  costly  structural  and  supervisory 
impediments, 

IV.  Banking  and  Commerce 

You  have  asked  me  to  comment  on  the  issues  involved  in  permitting  commercial 
firms  to  own  banks.  The  line  between  banking  and  commerce  is  unclear.  Various 
products  and  services  have  attributes  of  both  commerce  and  banking.  Changes  in  the 
economy,  particularly  in  the  field  of  technology  will  further  blur  the  line  between 
banking  and  commerce.  For  example,  computer  programming  and  information 
management  are  now  widely  acknowledged  to  be  Integral  to  the  provision  of  financial 
services,  even  though  twenty-five  years  ago  they  seemed  to  be  more  like  pure 
commercial  activities. 

Concerns  about  the  consequences  of  combining  baiiking  with  pure  commercial 
activities  dale  back  to  the  establishment  of  the  Bank  of  England,  and  have  included 
worries  about  conflicts  of  interest,  excessive  market  power,  and  undue  risk-taking  thai 
might  adversely  affect  depositors,  or  fiirther  threaten  the  stability  and  efficiency  of  the 
financial  system.  In  the  United  States,  state  bank  charters  have  traditionally  restricted 
the  powers  of  banks  to  engage  in  such  commercia!  activities.  The  National  Bank  Act 
and  the  Bank  Holding  Company  Act  continue  these  restrictions  for  national  banks  and 
nonbank  affiliates. 

Nonetheless,  American  financial  history  contains  many  examples  of  banks  owned 
by.  or  otherwise  affiliated  with,  commercial  and  manufacturing  enterprises.  The  Bank 
Holding  Company  Act  Amendments  of  1970,  ended  many,  but  not  all.  of  all  those 
affiliations.  Those  combinations  of  banking  and  commerce  did  not  occasion  particular 
problems  or  abuses,  although  many  of  them  involved  highly  specialized  ci 

'  Randall  Krosiner  and  Haghurai 
the  U.S.  Expenence  willi  Universal  Bankin 
(September  1994). 
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Clearly,  the  health  and  compeiiiiveness  of  U.S.  banking  may  at  some  time  come 
to  depend  on  out  willingness  to  modify  or  dismantle  this  separation.  But  further 
expansion  by  banking  organizations  into  financial  aciiviiies  offers  benefits  that  are 
greater  and  more  immediate,  and  poses  risks  that  are  better  understood  than  Chose 
associated  wiih  combining  banking  and  commerce.  At  this  lime,  therefore.  1  would 
urge  thai  we  focus  our  attention  on  the  universe  of  financial  activities. 

V.   Conclusion 

Any  reform  proposal  must  embody  three  key  principles  if  we  are  to  achieve  ihe 
full  benefits  of  financial  services  modernization.  First,  any  new  approach  must 
maintain  Ihe  safety  and  soundness  of  the  banking  system.  This  requires  a  balance 
between  prudential  safeguards  and  enhanced  aciiviiies  flexibility,  coupled  with  sound 
supervision.  It  does  not  require  presumptions  or  prohibitions  against  bank  entry  into 
new  aciiviiies. 

Second,  a  new  system  should  encourage  healthy  compeiiiion  and  efficient 
business  operations  lo  benefit  all  consumers  of  financial  services—in  all  of  our 
communities—and  thereby  facilitate  economic  growth.  The  elimination  of  artificial 
barriers  to  entry  and  antiquated  restrictions  on  corporate  structures  is  essential  to  this 
goal.  Like  other  businesses,  banks  should  have  substantial  freedom  to  choose  the 
organizational  form  ihai  best  enables  them  to  respond  to  marketplace  demands,  absent 
compelling  public  policy  reasons  to  limil  that  freedom. 

Third,  regulation-and  regulators-must  be  both  effective  and  efficient.  They 
must  not  impose  unnecessary  burdens.  In  other  words,  we  should  not  limil  the 
efficiencies  resulting  from  modernization  by  placing  constraints  on  what  activities  banks 
may  conduct  and  how  they  may  conduct  them,  unless  those  constraints  are  clearly 
necessary  to  assure  safely  and  soundness  or  lo  protect  consumers  or  investors. 

In  conclusion.  I  would  like  to  emphasize  the  importance  of  these  hearings  and 
once  again  commend  your  leadership  in  this  area.  Absent  reform,  increasingly 
competitive  world  financial  markets  would  Imperil  the  long-term  profitability  and 
stability  of  our  banks.  Facing  up  to  these  issues  by  reconsidering  archaic  and 
counterproductive  product  restrictions,  by  removing  utinecessary  impediments  on 
corporate  structure,  and  by  relying  on  strong  supervision  of  diversified  financial  firms 
is,  1  am  convinced,  both  a  wise  and  necessary  course  of  action. 
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Thank  you,  Mr.  Chtuniun  ud  memben  of  Ae  CtMtuniUce,  for  Ihe  oiiponuni^  (o 
pKwnt  the  viewi  of  Ihc  Office  of  ThriASqnvUao  on  H.R.  IB,  llie  Fimncul  Senicei 
ConqKtitivencs)  Act  of  199S. 

H.R.  18  rauei  important  qucMiaas  iqiidini  llie  pnipei  Kope  of  penninibleactivilk* 
for  holding  company  ifliliatei  of  banla  and  thiifb.  Ai  Ac  Chairman  noced  ufheo  inDodudni 
H.R.  IB,  flK  tnaiketplace  hai  changed  lignifkantly  snct  (he  OlMi-Sleagalt  Act  wai  enacted 
ovcf  60  yean  ago.   Since  Ihen,  a  hoM  of  new  flnancia]  producti  have  been  inlioducod, 
including  uMnmeidai  p^ier,  cash  managemeni  accounts,  mutual  fundi,  mmgage-backcd 
Mcuniiea,  coUucndiicd  mortgage  cbligatioiu,  leal  es       '  ..... 


now  find  it  pedecOy  ni 


Ihe  finandal  maitels  have  t)ecome  national  if  not  global.   Coiporalioni  can  now 
diiecdy  access  the  Rnandal  mariou,  both  as  invoion  and  borrowers,  bypauing  traditional 
financial  intermediaries.   The  diitinctim  t>etween  banks  and  non^ianki  engaged  in  financial 
intermediatian  has  been  blurring  over  i  number  of  years.   By  seeking  to  preserve  a 
cmnpertmenialized  set  of  financial  inniluticMii,  the  Glasa-Steagall  Act  has  restricted  the 
abili^  of  U.S.  financial  intennediaiie*  to  rcqiond  to  maricei  fumes,  nuher  Aan  preserving  a 
safe  and  sound  financial  lystem.  This  is  deaity  an  area  where  (he  law  has  lagged  bdiind  the 
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I,  tiKiefoce,  applaud  your  decision,  Mr.  Chainrun,  [o  hold  heaiingi  on  It 
topic.  Ai  you  know,  thoe  have  been  a  number  of  studies  and  Congiruional  I 
the  yean  explwing  vuioiu  inilialivei  to  reviic  tbe  Qlaas-Stea£all  Acl.  Theie 
typically  have  lought  to  balance  Ihiee  competing  objeciivei: 

1.  The  need  to  maintain  a  safe  and  sound  insured  depoiitoiy  lyatem; 

2.  The  need  u>  emure  stable,  competitive,  efficteni  and  lespanuive  financial  mariceu; 
and 

3.  A  desiie  to  provide  inaximum  operational  flexibility  so  thai  various  banldng  and 
nonbanking  financial  services  can  be  bundled  and  offered  in  an  efficicnl  and 
jMofiuble  manner. 


Glaas-Sieagalt  reform  initiatives  have  been  successful  in  generating 
o  pBsi  Ic^iilatiDn.  Issues  typically  raised  by  such  initiatives 


The  scope  of  financial  and  nonfinancial  activities  permiOed  in  an  enli^  afiiliated 
with  an  inuutd  dqxtsitoiy  institution; 

Whether  various  financial  activities  should  be  permilled  lo  occur  wilhin  the 
depository  institution  or  a  deposilory  institution  subsidiary  or  should  instead  be 
lodged  exclusively  in  the  holding  company  or  a  nondqio»tory  affiliaie  of  Ibe 
holding  company; 

The  level  of  restrictions  imposed  on  credit  transactions,  marketing,  and  other 
relationships  between  the  insured  depository  institution  and  its  holding  company 
and  affiliates; 

The  ^ipropriale  capital  requirements  of  the  insured  dqtosilory  institution,  and 
whether  the  holding  company  and/or  afCiliaies  should  also  be  subject  to  capital 
requirements; 

The  type  of  entity  that  should  be  permitled  to  own  a  depository  institution  - 
limited  to  companies  engaged  primarily  in  the  provision  of  financial  services  or 
broadened  to  include  non-finandal  companies;  and 

How  Id  balance  the  need  for  an  efficient  and  sensible  supervisory  structure  that 
provides  for  regulatory  equality  (i^,  functional  r^ulation)  with  the  benefits  of 
having  a  single  regulator  responsible  for  the  entire  holding  company  stiuctUFe. 
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Your  bill,  Mr.  Chainnan,  would  give  bank  holding  companies  importanl  new  aulhCKity 
10  engage  in  investmenl  banking  and  allow  investment  banks  to  acquire  commacla]  banks. 
Oiher  financial  and  commerdal  acdviiies.  however,  would  coniinue  lo  be  off  bmits  for  bank 
holding  companies.   Moreover,  the  scope  of  pttmiisibie  activities  of  savings  and  loan 
hoUing  companies  would  be  sharply  cumiled  from  what  is  now  permitied  by  statute.  Other 
proposals,  such  as  H.R.  S14,  the  Depository  Institution  Affiliation  Act,  introduced  by 
Congressman  Baker  and  others,  would  create  an  alternative  to  the  current  regulatory  systems 
applicable  to  bank  holding  companies  and  savings  and  loan  holding  companies.  WeO 
capitalized  and  well  managed  companies  owning  or  acquiring  banks  or  thrifts  could  elect  to 
be  regulated  under  this  new  system.   Companies  making  the  election  would  be  permitied  to 
engage  in  roughly  the  same  scope  of  activities  currently  available  to  savings  and  loan  holding 
companies. 

In  assessing  how  much  flexibility  is  appropriate,  it  may  be  helpful  foe  Ihis  Committee  to 
consider  the  experience  of  savings  and  loan  holding  companies  -  which,  unlike  bank  holding 
companies,  have  histoiically  been  given  broad  powers.  The  experience  of  Ok  Office  of 
Thrift  Supervision  ('OTS')  in  r^ulating  these  savings  and  loan  holding  companies  has.  on 
the  whole,  been  positive.  Before  describing  Ihis  experience,  however,  I  will  provide  a  brief 
overview  of  the  differences  in  the  regulation  of  bank  holding  companies  and  savings  and  loan 
holding  companies,  and  how  those  regulatory  structures  would  be  altered  by  H.R.  18. 

>t  necessarily  those  of  the 


n.  OVERVKW  OF  DIFFERING  REGULATORY  STRUCTURES 

A.   BANKS  AND  BANK  HOUIING  COMPANIES 

More  than  60  years  ago.  in  the  aftermath  of  the  stock  market  crash  of  1929  and  in  the 
midst  of  the  Great  Deprcssirai,  Congress  erected  barriers  between  commercial  banking  and 
inveslmenl  banking.  At  that  time,  the  country's  economic  and  financial  ills,  including  an 
alarming  number  of  bank  failures,  were  believed  to  be  due  in  part  to  abuses  arising  out  of 
the  relationships  between  banks  and  securities  firms.  During  hearings  that  Congress  held  in 
1931  and  1932,  various  abuses  were  identified,  including: 
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Bank  officers  somdiniea  held  equity  iQkes  in  securities  afHItaies  and  thus  stood  ID 
protit  personally  from  bank  suppoit  of  the  securities  aftiljates. 


It  was  in  this  cnvironmcm  that  Ccwigress  acted  to  prohibit  bank  participation  in  rocMi 
fonns  of  invenmeni  banking.   This  was  accomplished  through  four  provisions  in  the  Banking 
Act  of  1933,  commonly  referred  lo  as  the  Glais-Steagall  Act,   Those  provisions  sharply 
restrict  the  ^ility  of  national  and  stale  member  banks  to  engage  in  securities  underwriting 
and  dealing  and  to  make  certain  investments  {{  16),  prohibit  aniliations  between  national  and 
state  member  banks  and  companies  engaged  principally  in  investment  banking  (S  20),  restricl 
management  and  employee  interlocks  between  national  and  state  member  banks  and 
companies  engaged  principally  in  investment  banking  (f  32),  and  prohibit  persons  and 
entities  engaged  in  investment  banking  from  simultaneously  engaging  in  deposit  banking 
(8  21). 

Twenty-three  yevs  after  Glass-Steagall  was  enacted,  additional  lestrictjons  were  placed 
on  the  activities  of  bank  holding  companies.   During  the  early  1950s,  the  dramatic  expansion 
of  the  scope  of  activities  of  several  large  multiple  bank  holding  companies  (Lc,  holding 
companies  owning  more  than  one  bank)  raised  ctincems.    Congress  worried  that  atfiliadons 
between  large  banking  networks  and  large  commercial  enterprises  might  result  in  too  much 
concentration  of  economic  power.   For  example,  banks  aftilialed  with  large  commercial 
enterprises  might  give  priority  to  the  operations  of  their  aHiliates.  thereby  making  it  more 
difficult  for  nonaffiliates  to  obtain  credit  and  other  banking  services.    In  addition, 
commercial  afflliales  of  banks  might  be  able  to  obtain  loans  on  more  favorable  terms  and 
ther^y  gain  a  competitive  advantage  over  nonaffiliated  companies.    Congress  was  also 
concerned  that  affiliations  between  banking  and  commerce  could  lead  to  the  same  types  of 
conflicts  of  interest,  self-dealing,  and  tying  arrangements  that  motivated  passage  of  Glass- 
Steagall.   As  a  consequence,  Congress  enacted  the  Bank  Holding  Company  Act  of  1956, 
which,  among  other  things,  restricted  the  scope  of  permissible  activities  of  multiple  bank 
holding  companies  and  Ihdr  subsidiaries  lo  those  that  are  'closely  related'  to  banking. 

More  than  a  decade  later,  in  1970,  as  unitary  bank  holding  companies  Q^,  one-bank 
holding  companies)  grew  in  size.  Congress  became  concerned  thai  these  companies  too  might 
begin  to  amass  undue  economic  power  and  present  similar  public  policy  concerns  when 
affiliating  with  commercial  enterprises.   Thus,  to  guard  against  possible  fiiture  abuses. 
Congress  extended  to  unitary  bank  holding  companies  the  same  activities  restrit^ons  that  had 
been  imposed  on  multiple  bank  holding  companies  in  1956. 

The  piactical  eflecl  of  the  Bank  Holding  Company  Act,  as  enacted  in  1956  and  amended 
in  1970,  is  to  prevent  companies  engaged  in  commercial,  industrial  and  certain  fmancial 
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activiltM  (such  as  general  iniuiance  underwiiling)  from  acquiring  banks.   These  prohibitions 
were  added  on  lop  of  the  inveiunenl  banking  icarictioni  alieady  imposed  by  titc 
Glass-Steagall  Act. 

B.   SAVINGS  AND  LOAN  HOLDING  COMPANIES 

In  1959,  shortly  after  enacUnenl  of  the  Bank  Holding  Company  Act,  Congress  enacted 
Ihe  Savings  and  Loan  Holding  Company  Act  (technjnUy,  the  Spence  Act),  which  imposed  a 
moratorium  on  acquisitions  of  additional  iniured  instilutioni  by  existing  savings  and  loan 
holding  companies  and  prohibited  newly-formed  savings  and  loan  holding  companies  fixHn 
acquiring  more  than  one  insured  institution.  The  puipose  of  this  Act  was  to  halt  the  growth 
of  multiple  savings  and  loan  holding  companies  until  Congress  hwl  an  opportunity  to 
determine  whether  additional  regulation  was  needed. 


uned  in  effect  until  196S,  when  the  Savings  and  Loan  Holding 
Company  Amendments  of  1967  terminated  the  moialorium,  but  restricted  the  permissible 
activities  of  multiple  savings  and  loan  holding  companies  to  those  ^ecified  by  the  statute, 
plus  any  addidonal  activities  authorized  by  applicable  regulations.  The  practical  effect  of 
these  amendments  was  to  prohibit  multiple  savings  and  loan  holding  companies  ftwn 
engaging  in  commercial  and  industrial  enterprises,  as  well  as  certain  financial  activities  such 
as  underwriting  insurance  or  Kcurities. 

Similar  restrictions  were  jgH  imposed  on  unitary  savings  and  loan  holding  companies. 
Unitary  savings  and  loan  holding  companies  were,  and  are,  permitted  to  engage  in  any 
activities  that  do  not  threaten  the  safety  and  soundness  of  their  subsidiary  savings  assodalions 
or  have  the  effect  of  enabling  a  savings  association  to  evade  applicable  laws  ch*  r^ulations. 
Beyond  this,  no  restrictions  were,  or  are.  imposed  on  Ihe  scope  of  permissble  activities  of 
unitary  savings  and  loan  holding  companies. 

Even  whrai  Congress  amended  the  Bank  Holding  Company  Act  in  1970  to  impose 
restrictions  on  unitary  bank  holding  companies,  no  additional  restrictions  were  placed  m 
unitary  savings  and  loan  bidding  companies.  Although  the  Congressional  committee  itpotts 
issued  in  1970  do  not  explain  why  unitary  savings  and  loan  hokling  companies  were  treated 
differently,  this  was  most  lilKdy  because  savings  associations  are  required  by  law  to  focus  on 
residential  lending.  As  a  result,  affiliations  between  savings  associations  and  companies 
engaged  in  financial  and  other  commercial  enterprises  do  not  present  the  same  potential  for 
amassing  commercial  power. 

This  analysis  ^tpears  to  be  borne  out  by  amendments  made  to  the  Savings  and  Loan 
Holding  Company  Act  in  1987,  when  Congress  added  the  specific  requirement  that  savings 
association  subsidiaries  of  unitary  savings  and  loan  holding  companies  must  meet  the 
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qualified  thrift  lender  leal  in  order  for  such  companies  to  lelain  their  broad  powen.'   Under 
the  qualified  thrift  lender  test,  savings  associations  must  invest  at  least  65%  of  theii  assets  in 
residential  mortgage  loans  and  certain  other  designated  assets.  Thus,  the  broader  powers  of 
savings  and  loan  hidding  companies  have  traditionally  been  linked  to  the  residential  lending 
focus  of  savings  astodalions.   In  exchange  for  investing  in  dqxKitory  institutions  that  arc 
prohibited  by  the  fedoal  government  from  engaging  in  unrestricted  commercial  lending, 
savings  and  loan  holding  cotnpanies  have  been  permitted  to  engage  in  a  broader  range  of 
actvities  than  bank  holding  companies. 

Neaily  all  savings  and  loan  holding  companies  in  existence  today  qualify  for  the  broad 
powers  auihoiized  by  the  Savings  atKl  Loan  Holding  Company  Act.   As  a  rnult,  these 
companies  ^  generally  permitted  to  engage  in  the  following  activities: 

•  Activities  closely  related  lo  banking  (e.f..  lending,  data  processing,  securities 
brolcenge,  investment  advice); 

•  General  securities  underwriting  and  dealing; 

•  Other  financial  services; 

•  Real  estate  development;  and 

•  Commercial  and  industrial  enterprise). 

When  conducting  the  forgoing  acbvities,  however,  savings  and  loan  holding  companies 
must  comply  with  a  variety  of  strict  statutoiy  and  regulatory  requirements  and  restrictions. 
Savings  and  loan  holding  companies  also  must  undergo  regular  OTS  examinations,  usually 
concurrent  with  the  examination  of  (heir  lub^diary  thrifts.   These  safeguards  are  intended  to 
prevent  the  same  abuses  that  modvated  passage  of  the  Bank  Holding  Company  Act  and  the 
Glass-Steagall  Act.   Instead  of  broad-brush  acdvides  prohibitiDns,  however,  the  Savings  and 


'  Congress  also  added  a  ptoviiion  authorizing  multiple  savings  and  loan  holding 
companies  to  engage  in  the  same  activities  as  are  permissible  for  unitary  holding  companies 
provided  all,  or  all  but  one,  of  die  holding  company's  subsidiary  savings  associations  were  in 
troubled  financial  ctmdition  when  acquired  and  all  of  the  subsidiary  savings  associations  meet 
the  qualified  thrift  lendN  test. 
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the  savings  association's  comniunily,  or  Ihe  federal  dqxisil 


Savings  and  loan  liolding  companies  aie  required  to  submit  periodic  teporu 
(annually  and  quarterly)  to  the  OTS  providing  infbnnBlion  regarding,  among  other 
things,  subsidiaries,  investments  in  affiliatetl  savings  associations  or  savings  and 
loan  holding  companies,  management,  outstanding  securities,  legal  proceedings  and 
materially  important  events, 

TianiactiDns  between  savings  and  loan  holding  companies  and  their  savings 
IS  are  subject  to  sbict  statutory  lESlrictims.   For  example,  savings 

E  prohibited  from  purchasing  securities  issued  or  being  undnwiitten 
by  any  affiliate  and  from  making  loans  lo  any  afliliaie  engaged  in  activities  ihai  aic 
not  permissible  tor  bank  holding  companies;  the  aggr^ate  dollar  amount  of 
tianiaclions  that  a  savings  association  may  engage  in  with  all  affiliates  is  restricted 
to  20K  of  a  savings  association's  coital  and  surplus;  and  all  tianiactiDns  between 
a  savings  association  and  its  affiliates  must  be  on  arms'  length  terms. 

•  Savings  associations  that  bil  to  maintain  adequate  coital  are  pndiibited  from 
paying  any  dividends  to  their  holding  companies.  Dividend  restrictions  are  also 
placed  on  well  capitalized  and  adequately  totalized  savings  associations. 
Moreover,  all  savings  associations  are  required  to  give  tbe  OTS  at  least  30  days 
nodce  tiefore  declaring  any  dividend  to  a  holding  company. 

•  Savings  associations  are  prohibited  from  requiring  that  a  customer  that  obbuns  a 
loan  or  other  service  from  diem  must  also  obtain  some  other  service  from  the 
association  or  any  affiliate,  subject  to  certain  narrow  exceptions. 

•  The  OTS  also  imposes  case-specific  restrictions  on  the  operations  of  companies 

thai  acquire  savings  associations.    For  example,  when  securities  Arms  acquire 
savings  associations,  the  OTS  routinely  imposes  special  conditions  that  requiiE  the 
savings  association  and  the  securities  htm:   (i)  to  maintain  separate  coiponUe 
identities  for  all  purposes,  including  their  dealings  with  the  public,  and  to  refrain 
from  intermingling  business  transactions,  accounts  or  records,  (ii)  to  ensure  that 
Oicir  respective  officers  and  directors  are  aware  of  and  abide  by  OTS  policy 
statements  on  conflicts  of  interest  and  usurpation  of  corporate  opportunity,  and 
(iii)  to  comply  with  OTS  policies  and  regulations  governing  retiul  sales  of 
nondeposil  investment  products  and  sales  of  securities. 

Taken  together,  the  foregoing  safeguards  have  worked  well  to  prevent  the  types  of  systemk 
abuses  that  motivated  passage  of  the  Glass-Steagall  Act  and  the  Bank  Holding  Company  Act. 
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C.   CHANGES  PROPOSED  BY  H.R.  IS 

K.R.  IE  would  amend  the  Gla^Steacall  Act  and  the  Bank  Holding  Company  Act  to 
pennii  afTiUaticms  between  commereial  banla  and  investment  banks.  Adequately-capitalized 
and  well-managed  bank  holding  ccmpanies  tttat  own  well-c^lalized  and  well-managed  banks 
could  acquire  aHiliates  engaged  in  a  variety  of  lecuiities  activities,  including  underwiiling 
and  dealing.   In  order  lo  limit  bank  exposure  to  the  risks  arising  from  these  securities 
activities  and  to  protect  bank  customers  against  conflicts  of  interest,  these  affiliations  would 
be  subject  to  a  variety  of  saf^uaids  or  'firewalls'  not  unlike  many  of  those  that  currently 
^)ply  to  savings  and  k»n  holding  companies  that  engage  in  securities  activities.  The 
firewalls  would,  for  example,  prohibit  banks  from: 

*      Extending  credit  to  a  securities  affiliate; 

■      Purchasing  the  assets  of  a  securities  affiliate; 

■s  underwritten  by  a  securities  affiliate  (by 


an  obligation  (principal,  interest  or  dividends)  of  an 
«  underwritten  by  a  securities  affiliate; 


•      Disclosing  iHmpublic  customer  information  tc 

Becatise  of  the  current  broad  powers  authorized  by  the  Savings  and  Loan  Holding 
Company  Act,  the  impact  of  H.R,  IS  on  savings  and  loan  holding  companies  would  be  quite 
different  than  on  bank  holding  companies.    For  bank  holding  companies,  H.R.  18  would 
grant  important  new  powers.   For  savings  and  loan  holding  companies,  however,  H.R.  18 
would  significantly  resDict  powers. 

H.R.  IS  would  amend  the  provisions  of  the  Savings  and  Loan  Holding  Company  Act 
that  currently  authorize  most  savings  and  loan  holding  companies  to  engage  in  diverse 
business  activities.   As  amended,  these  provi^ons  would  apply  only  lo  savings  and  loan 
holding  companies  in  existence  on  January  4,  1995.   All  companies  acquiring  savings 
associations  after  that  date  would  be  resDicted  to  those  limited  activities  that  have  been 
approved  by  statute  for  multiple  savings  and  loan  holding  companies,  plus  activities  approveil 
for  bank  holding  companies. 
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In  other  words, 
and  certain  financial 


HI  a  going  forward  basis,  companies  engated  in  commerdal,  indiuuiil, 
nteiprises  (inch  as  insurance  underwriting)  could  no  longer  Kquiie 
savings  associadims.    In  addition,  savinp  associations  that  do  no!  now  have  holding 
companies  -  which  rqjresoits  almost  two-thirds  of  all  savings  assodalioni  —  would  be 
precluded  frotn  fbraiing  holding  companies  that  engage  in  diese  activities.  Thus,  under 
H.R.  IS,  the  pennisiible  scope  of  activities  of  a  savings  atKt  loan  holding  company  would 
vary  radically  depending  upon  whether  the  holding  company  was  established  after  lainnry  4, 
1995.' 

The  table  below  compares  cunenl  bank  and  Ovift  bedding  company  powen  to  those 
proposed  by  H.R.  IS,  as  well  as  those  proposed  by  H.R.  SU. 


PtmiisslbleAclivrtiBs 

BHCs 

Now 

SLHCs 
How 

HR18 
BHCsind  SLHCs 

HRBH 
BHCsSmJSLilCs 

Yes 

Yss 

YK 

Y« 

GenaailnvesimeniBanklno 

No 

Yas 

Y(5 

Yk 

niur  Firanclai 

ND 

Y«S 

No 

Yes 

RmI  Estate 

No 

Yes 

No  BHCs:  Yes  SLHCs 

Y« 

CoraiKfcBI/MuaiiaiyWivilles 

No 

Yas 

No 

Yes 

'         The  OTS  is  still  reviewing  changes  made  to  H.R.  IS  late  last  week  and  may  submit 
additiorkal  commenu  for  the  record  once  our  review  is  complete. 


db,  Google 


At  Doctd  above,  companin  enga|ed  in  a  broad  range  of  buiiness  activitiei  have  tm^ 
beoi  permitiet!  lo  acquire  mvings  assodadons.  Tliua,  a  review  of  ttie  experience  of  nvingi 
and  loan  holding  companies  may  provide  some  insight  t^arding  two  key  issues:  (a)  whether 
deposlory  inititulions  can  lafdy  aHiliaie  with  lecuriliea  firms;  and  (b)  whether  depouvary 
instituticms  can  ufely  affiliate  with  other  types  of  financial,  real  estate,  ccmmercial  and 
industrial  finni.   Of  course,  the  commercial  lending  powen  of  lavings  aiicxnations  are 
sharply  lEstrided,  whereas  those  of  commercial  banks  are  not.   Thus,  combining  banking 
and  commerce  may  present  issues  not  raised  by  combining  the  business  of  thrifts  and 


Today,  the  OTS  supervises  slightly  over  1,300  savings  associations.  Six  hundred  and 
fifty,  or  over  one-third  of  these  institutions,  are  contndled  by  savings  and  loan  holding 
companies.  These  650  savings  associations  hold  S540  billion  in  assets,  which  represents 
10%  of  all  lavings  associatiiHi  asiels. 

In  its  capacity  ai  r^ulator  of  avingi  and  loan  holding  companies,  the  goal  of  the  UTS 
is  to  ensure  that  holding  companies  do  not  harm  their  savings  association  subsidiaries.  We 
are  concerned  with  the  general  condidon  of  the  holding  company  and  the  nature  of  its 
activities  only  to  the  extent  tliese  fiicton  may  affect  the  financial  condition  and  safety  and 
soundness  of  its  subsidiary  savings  association.   Accordingly,  our  examinationi  of  holding 
companies  focus  primarily  on: 

*      Transactions  between  holding  companies  (and  their  affiliates)  and  their  savings 


The  quality  of  holding  company  management  and  the  extent  of  management's 

participation  in  and  oversight  of  thrift  decisions;  and 


When  a  particular  activity  cottducted  by  a  holding  company  aHiliaie  is  unrelated  to  the 
(ipcrations  of  the  savings  association  and  the  affiliate  has  no  dealings  with  the  holding 
company's  thrift,  then  OTS  is  not  typically  concerned  with  the  operations  of  the  affiliate. 
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The  OTS  does  not  routinely  compile  aggregate  statistics  regarding  the  number  of  savings 
and  loan  holding  companies  thai  engage  in  activities  unrelated  to  the  thrift.   A  riec«nt  OTS 
survey,  however,  of  the  activities  of  the  top  2S  savings  and  loan  holding  companies 
(measured  by  the  amount  of  thrift  assets  held)  indicates  that  about  one-quarter  of  these 
companies  engage  in  some  type  of  financial,  commercial  or  industrial  activity  that  would  be 
precluded  by  H.R.  18  for  new  savings  and  loan  holding  companies. 

The  roster  of  savings  and  loan  holding  companies  incltides  many  small  holding 
companies  engaged  exclusively  in  activities  closely  related  to  owning  and  managing  a 
subsidiary  thrift,  but  also  a  number  of  multi-national,  mulli-btlliofl  dollar  companies  engaged 
in  diverse  financial,  commercial,  and  industrial  activities.  In  between  are  numerous 
medium-size  companies  that  engage  in  a  few  select  diversified  activities. 

There  certainly  have  been  occasions  when  savings  and  loan  holding  companies  along 
with  their  subsidiary  thrifts  have  violated  the  law  or  otherwise  engaged  in  imsafe  and 
unsound  practices  that  required  enforcement  action.  We  have  not,  however,  detected  any 
systemic  problems  that  arise  from  the  scope  of  permissible  activities  of  savings  and  loan 
holding  companies  and  their  afTillates.  In  our  experience,  savings  and  loan  holding 
companies  that  engage  in  diverse  activities  do  not  raise  supervisory  concerns  with  greater 
frequency  than  savings  and  loan  holding  companies  that  confine  Iheir  acUvibes  to  those 
permissible  for  bank  holding  companies. 

Nor  have  we  seen  evidence,  in  the  thrift  context,  of  the  types  of  systematic  abuses  that 
motivated  enactment  of  the  Glass-Steagall  Act  and  the  Bank  Holding  Company  Act.  We 
attribute  this  to  the  many  safeguards  that  regulate  interaction  between  savnigs  associations 
and  their  holding  companies  —  and  perhaps  also  to  the  unique  nature  of  the  thrift  business, 
with  its  focus  on  residential  mortgage  lending. 

Thus,  for  example,  concerns  that  a  savings  association  may  be  placed  at  risk  because  of 
loans  or  dividends  to.  and  purchases  from,  a  holding  company  engaged  in  diverae  activities 
are  addressed  by  the  statutory  and  regulatory  restrictions  governing  the  type,  amount  and 
character  of  a  savings  association's  transactions  with  its  aFTiliates.   As  already  noted,  savings 
associations  are  flatly  prohibited  Irom  making  loans  to  any  savings  and  loan  holding  company 
engaged  in  any  activities  that  would  be  impermissible  for  a  bank  holding  company. 
Dividends  are  also  closely  regulated. 

Concerns  about  potential  conflicts  of  interest  and  about 
utilize  products  and  services  offered  by  affiliates  of  a  savings 
the  statutory  anti-tying  provisions  described  above. 
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Concerns  about  undue  concenmtion  of  commercial  power  are  reduced  by  the 
restricticms  placed  on  the  lending  activities  of  savings  associations,  which  require  a 
residential  lending  focus. 

It  ii  our  belief  thai  affilialions  belween  savings  uiocialions  and  companies  engaged  in 
financial,  commercial  and  industrial  activities  have  raised  neither  systemic  safety  and 
soundness  nor  public  policy  concerns.  Indeed,  in  our  experience,  these  affiiiatiDns  have  had 
three  primary  benefiu.   Fint,  savings  and  loan  holding  companies  that  engage  in  diverse 
lines  of  business  often  have  substantially  greater  financial  resources  than  nondiveinfied 
companies.   Diver^fied  companies  have  infiisetl  several  billion  dollars  in  equity  caiMial  inio 
savings  associations.   Often  these  infusions  are  made  well  after  initial  acquisition  to  support 
expanded  customer  services  and  maintain  ca|rital.  These  infusicns  of  ca[rital  have  decreased 
taxpayer  exposure  to  federal  deposit  insurance  tosses. 

Sectmd,  although  less  quantifiable,  it  has  been  our  experience  that  diversified  companies 
can  contribute  business  and  managerial  talent  and  expertise  to  their  subsidiary  savings 
associations.  This  is  especially  true  when  holding  companies  have  significant  experience  in 
financial  services  activities. 

Third,  when  savings  associations  affiliate  with  holding  companies  engaged  in  providing 
financial  services,  the  savings  association,  its  holding  company,  and  their  customers  all 
benefit.  Customers  benefit  when  they  are  able  to  do  busmess  with  an  integrated  financial 
services  company.   Savings  and  loan  holding  companies  may  be  in  a  position  to  ofta 
customers  'cme-slop  shewing'  for  all  their  fuiancial  needs.   In  a  sin^  phrnie  call  or  single 
stop,  customers  are  able  to  access  insured  deposits,  investments  and  msuiance.' 

The  advantages  to  customers,  however,  go  beyond  the  convenience  of  'one-stop 
shopping.*   Because  customers  may  look  to  the  company  and  its  affiliates  to  meet  most  of 
their  financial  needs,  the  company  and  its  affiliates  become  quite  familiar  with  their 
customers.   Thus,  for  example,  when  a  customer  applies  fin-  a  loan  from  the  company's 
savings  association,  the  savings  association  may  be  able  to  confirm  quickly  the  custcHoer's 
credit  history  and  financial  standing  with  an  affiliate.   As  a  lesull,  loan  approvals  may  occur 
much  more  rapidly.  The  operation  of  an  integrated  family  of  financial  companies  may  also 
enable  a  company  to  assemble  sufflcient  expertise  and  resources  to  develop  cutting-edge 
products  and  achieve  economies  of  scale  that  reduce  costs  to  customers. 


IS  like  this,  savings  associations  are  requited  to  follow  special  procedures 
to  ensure  that  customers  understand  the  differences  between  insured  deposits  and  uninsured 
products.  Statutory  anii-iying  provisions  also  must  be  observed. 
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b  short,  if  savings  and  loan  holding  companjiu  are  prohibited  from  providing  bnnd- 
based  financial  servicu,  there  will  be  fewer  companies  in  the  marketplace  competine  to 
provide  consumen  with  better  products  and  better  service  at  better  prices. 


IV. 

For  thete  reasons,  1  believe  that  the  experience  of  savings  and  loan  holding  companies 
provides  concrete  evidence  that  depository  banking  activities  and  securities  activities  can 
work  together  in  a  safe  and  sound  nunner,  prnvidnl  adequate  safeguards  arc  eslabhshed. 
Savings  assodatitms  have  long  been  affiliated  with  securities  Rrms  without  any  adverse 
systemic  repercussions.   Indeed,  for  the  reasons  explained  above,  these  affiliations  have  often 
proven  beneficial  to  the  thrift  and  to  Ihdr  customers. 

For  these  same  reasons,  I  also  urge  that  savings  and  loan  holding  companies  not  be 
stripped  of  their  existing  statutory  authority  to  engage  in  other  financial  activities  and  various 
commercial  and  industrial  activities.  Although  this  Committee  may  not  be  pnpared  to 
extend  the  savings  and  loan  holding  company  model  to  all  of  banking,  many  years  of 
experience  under  the  Savings  and  Loan  Holding  Company  Act  has  demonitrated  that,  for 
savings  associatims,  this  is  a  model  that  works  extremely  well. 

At  a  time  when  both  the  Administration  atuj  Congress  are  committed  to  reducing 
regulatory  burden,  U.K.  IS  raises  the  question  of  whether  savings  and  loan  holding 
ctmipanies  should  be  subjected  to  a  new  ov^ay  of  government  restrictions.   If  the  benefila 
of  the  thrift  charier  continue  to  be  eroded  while  all  the  unique  restrictions  and  costs  that  Hie 
government  places  on  the  thrift  charter  are  retained,  it  will  become  much  more  difficult  to 
attract  sqiital  to  the  dirift  industry,  with  potentially  serious  consequences. 

This  would  be  especially  unfortunate  at  a  time  when  the  thrift  industry  is  facing  an 
uncertain  fiiture.  The  dramatic  expansion  of  the  government-sponsored  secondary  mortgage 
market  has  narrowed  interest  margins  on  conventional  fixed-rate  mortgages,  a  major  product 
of  the  tiirift  industry.  The  significant  financial  burdens  imposed  directly  and  indirectly  on 
surviving  savings  associations  as  a  consequence  of  the  Financial  Institutions  Reform, 
Recovery,  and  Enfoicement  Act  of  I9S9  have  further  reduced  profitability.  Well  c^talized 
and  well  managed  savings  associations  are  tadng  deposit  insurance  premiums  six  times 
higher  than  well  capitalized  and  well  maiuged  banks. 

At  a  time  like  this,  I  believe  it  is  beneficial  to  provide  savings  associalicms  with 
continued  access  to  the  financial  and  managerial  resources  available  through  bnnd-based 
savings  and  loan  holding  companies. 
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March  1,  1995 

Chairman  Leach,  Mr.  Gonzalez,  and  Members  of  'the  Committee. 
I  am  pleased  to  be  here  today  with  Deputy  Secretary  Frank  Newman 
to  discuss  the  Administration's  views  on  repealing  the  Glass- 
Steegall  Act  and  nodernizinci  our  financial  systen.  Both  of  ua 
have  had  long,  hands-on  experience  in  the  matters  before  this 
Committee  today;  we've  both  worked  diligently  on  the  proposals 
under  consideration;  and  both  of  us  are  committed  to  a  productive 
dialogue  with  Congress  on  financial  nodernizatlon.   So  whil*  I 
shall  proceed  with  the  opening  statement,  I  hope  Members  of  the 
Committee  will  look  to  both  of  us  for  comments  in  the  subsequent 
discussion. 

I  want  to  not*  at  the  outset  that  we  are  encouraged  to  see 
the  Ccmiiittee  wove  with  dispatch  to  address  major  issues  of 
financial  reform.   I  want  to  congratulate  you,  Mr.  Chairman,  and 
other  members  of  the  Committee,  for  introducing  alternative 
approaches  to  financial  modernization  that  will  serve  us  well  in 
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franlng  the  discussion  and  developing  b«lanc*d,  constructiv* 
legislation.   Indeed,  as  I  ehall  diecuee  shortly,  the 
AdNinistration's  approa^  to  financial  aodernitation  has  several 
key  eleaents  in  cbmon  with  H.R.  IB,  ■■  wall  a*  soae  with  K.R. 
S14.   But  I  want  to  say  up  front,  that  wc  do  not  endorse  reaoving 
current  restrictions  on  combinations  of  banKing  and  e 


I  also  want  to  coaaend  the  CoBsittee  for  the  strong, 
bipartisan  support  it  provided  in  the  past  Congress  for  such 
important  banking  legislation  as  authorizing  interstate  banking 
and  branching,  providing  the  funding  needed  to  coaplete  the 
cl«an-up  of  the  thrift  industry,  establishing  the  conmunity 
developient  financial  institutions  prograa,  and  reducing  needless 
regulatory  burdens.   By  continuing  in  this  bipartisan  aanner,  I 
believe  we  have  an  opportunity  to  anact  historic  retor*  of  our 
financial  systea. 

More  generally,  I  note  that  this  is  the  first  tiae  in  aany 

years  that  any  Secretary  of  the  Treasury  has  testified  on  Glass- 

Stieagall  refora  against  the  backdrop  of  a  healthy,  stable  U.S. 
financial  systea. 

Let  ae  turn  now  to  a  discussion  of  the  Issues  before  us 
today.   First,  I  will  briefly  discua*  why  financial  Modernization 
is  needed.   Second,  I  will  outline  our  views  on  the  objectives 
and  nature  of  financial  aodernization.   Finally,  I  will  address 
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BOse  specific  alsnent*  of  H.R.  18,  th«  Financial  Sarvicss 
Competitlvaness  Act  of  1995.   In  this  raspact,  I  want  to  nota 
that,  as  you  know,  thara  hava  baan  aova  vary  racant  cbanga*  to 
H.R.  18  that  hava  Bade  it  difficult  for  u>  to  coamant  on  soae  of 
the  Bpacifica  In  the  tiae  available  for  thia  hearing.   He  raaliza 
that  thia  la  an  ongoing  proceaa,  and  look  forwacd  to  working  with 
you  as  the  legislation  evolves. 

Tba  Caaa  for  Flnaneial  Modamiiatian 

Financial  aoderniiation  as  wa  refer  Co  it  here  is  coanonly 
understood  to  aean  refon  or  repeal  of  the  Glass-Steagall  Act  and 
the  insurance  provisions  of  tha  Bank  Holding  Cospany  Act, 
expanding  the  pamissibla  activities  of  banking,  securities,  and 
other  financial  service  organizations,  and  otherwise  providing 
for  a  more  flexible  and  efficient  financial  services  systan.   The 
case  for  financial  ■odarnlzation  has  baan  vade  repeatedly  over 
recent  years  in  academic  studies,  government  reports,  and 
congressional  hearings.   But  most  Importantly,  the  case  continues 
to  be  made  daily  by  the  realities  oE  the  financial  services 
marketplace. 

Briefly  put,  the  segmentation  of  financial  markets  and 
institutions  envisioned  in  our  current  law  does  not  carras|»ond  to 
what  is  happening  around  us. 
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COKBarcisl  banks  now  cokpatB  vigorously  with  sacuritias 
firMK,  nutual  funds,  and  insurance  coqwnias  Cor  the  funds  of 
savars;  and  banks  can  no  longer  raly  on  traditional  loans  as 
Uielr  priaary  source  of  growth  and  profitability.   Banks  have 
responded  by  introducing  new  products  and  services  intended  to 
generate  fee  Income  and  by  expanding  to  the  Halted  extent 
l^rmltted  by  law  into  Market*  related  to  thalr  basic  business, 
such  as  insurance,  securities,  and  Mutual  fund*.   Still,  aaong 
■sjor  financial  services  providers,  banks  raaain  the  Most 
restricted  In  their  structure  and  activities.   This  prevents  then 
fron  choosing  the  Most  efficient  organizational  structure  for 
their  particular  Markets;  and  it  prevents  them  from  fully 
responding  to  the  needs  of  their  custoecrs  with  the  products  and 
services  custOMers  deaand. 

Like  banks,  other  providers  of  financial  service*  have 
diversified  over  the  years,  in  aany  cases  by  Introducing  bank- 
like  products  and  services.   For  example,  insurance  coMpany 
coMMsrcial  and  Mortgage  loans  substitute  for  bank  loans,  while 
their  insurance  policy  premiuMs  coapete  for  savers'  funds.   In 
addition,  securitle*  finis  offer  cash  management  accounts  that 
substitute  for  coHHercial  bank  deposits  and  they  issue  credit 
card*.  Securities  firms  are  also  active  in  making  conaercial 
loans,  either  directly  or  as  loan  ayndicators.   Finally, 
securities  firas  coi^ete  with  tank*  in  markets  for  coaaercial 
paper,  private  placeaents,  and  securitized  assets.   Nevertheless, 
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securities  firms  have  not  had  the  opportunity  to  offer  th*lr 
customers  a  Cull  range  of  financial  services,  including 
con)D«rclal  lianking,  as  their  international  coapetitors  have  been 
doing  for  many  years. 

It  s««ms  to  u*  that  the  evidence  of  real  markets  argues  in  a 
very  compelling  way  for  creating  a  much  more  rational  framevork 
for  financial  s*rvic«s.   The  most  obvious  starting  point  should 
involve  a  closer  look  at  those  financial  set-vices  providers  most 
similar  to  commercial  banks,  that  Is,  securities  and  insurance 
companies . 

The  elaaa-Steaaall  Act 

Glass-Steagall  was  enacted  in  1933  to  restrict  banks' 
securities  activities  and  affiliations,  and  was  long  seen  as 
having  separated  commercial  banking  from  investment  banking. 
Against  the  background  of  the  Great  Depression,  supporters  acgu«d 
that  the  Act  was  necessary  to  protect  banks,  prevent  conflicts  of 
interest  and  other  abuses,  and  safeguard  the  financial  system. 
Sine*  then,  defenders  of  Glass-Steagall  have  also  argued  that  we 
need  the  Act  to  protect  the  federal  deposit  insurance  system. 

However,  the  banking  industry  today  is  fundamentally 
different  fron  what  it  was  two  decades  ago,  let  alone  in  1933. 
The  business  of  banking  has  been  transformed,  in  the  U.S.  and  in 
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othar  Industrial iced  countriss,  troM  *  ralatlvsly  local  businua 
of  taking  dapoaita  and  Baking  loana  to  a  national  and  gloBaal 
33u>iiM«a  of  facilitating  capital  torwrnt-ioa   through  divars*  nav 
product*,  ■•rvicaa,  and  ««rkata.  This  has  bsan  long  racognizad 
in  parts  of  Europa,  vhara  banking  organizations  traditionally 
engage  in  Cull  aarvica  invest*ant  and  ccmMrcial  banking 
actlvitlas.  Moraovar,  U.S.  banks  ganarslly  angaga  In  a  broadar 
ranga  ot  aacuritlaa  activitiaa  abroad  .than  la  parvittad 
doaaatica lly . 

Evan  dovastically,  the  separation  of  investnent  banking  and 
coDunercial  banking  envisioned  by  Glass-Steagall  ha*  eroded  in 
signiCicant  respect*.   Aa  you  know,  banking  organization*  can 
already:  luidarvrite  and  deal  in  U.S.  government  and  agency 
sacuritieBi  general  obligation  Bunicipal  bonda,  agency -guaranteed 
mortqage-bocked  securities,  and  certain  Industrial  development 
Baonda;  conduct  private  placaeenta  (including  coeaercial  paper 
placements))  securitize  loan*  they  have  originated  or  purchased, 
provide  discount  and  Cull  service  brokerage  services,  offer 
Cinanclal  adviaory  services,  and  serve  as  investment  adviesrs. 


In  addition,  beginning  in  19S6,  the  Federal  Reserve  has 
pemitted  bank  holding  coapaniaa  to  establlah  nonbank 
subsidiaris*  to  engage  in  a  variety  oC  otherwise  prohibited,  or 
"ineligible,"  aecuritiea  activities  —  including  underwriting  and 
dealing  in  debt  and  equity  —  as  long  as  the  subsidiary  is  not 
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principally  •itgagad  in  such  activiti**.  And  under  th«  Savings 
and  Loan  Holding  Ctmptny   Act  of  1967,  unitary  savings  and  loan 
holding  ca«panias  hava  bean  able  to  engage  In  inveetaent  banking 
activities.   Also,  the  International  Banking  Act  of  19TS 
grandfathered  tba  sccuritiee  activities  of  a  nuMber  of  foreign 
banks.   Finally,  a  number  of  states  permit  state-chartered  bank 
affiliates  to  engage  in  securities  underwriting  beyond  that 
psraitted  national  banks,  and  the  PDIC  has  continued  to  allow 
state  nonneaber  banks  to  have  subsidiaries  engaged  in  theee 
activities . 

These  developiients  point  to  the  extensive  involveaent 
depository  institutions  already  have  in  inveatnant  banking  and 
the  experiancs  they  and  their  supervisors  hava  gained  in  aanaging 
these  activities.  At  the  same  tiae,  it  should  b*  recognised  that 
securities  tirmm,    too,  have  gained  substantial  experience  In 
aanaging  the  bank-like  activities  discussed  earlier.   But  the 
inability  of  securities  firms  to  atciiiate  with  commercial  ban3[s 
impairs  their  ability  to  deliver  these  financial  services  «• 
efficiently  as  possible. 

As  a  result  of  these  market  realities,  we  can  clearly  eee  a 
convergence  of  commercial  and  investment  banking.   This 
convergence  renders  any  legal  separation  ot  commercial  and 
investment  banking  increasingly  awkward  and  artificial.   In  this 
environment,  Glaas-Staagall  imposes  unnecessary  costs  on  the 


db,  Google 


financial  systaa.   It  ••)(••  providing  financial  sarvioa*  !■«• 
•tficiant  and  Bor*  costly.   It  can  coiM«ivably  iwpmdm   aafaty  and 
•oundnoaa  lay  Halting  r«v«niM  divaraitication.  And  it  raaulta  in 
loat  oi^i^rtunitias  to  provida  Bora  intagratad,  oonvaniant 
financial  aarvlcaa  to  conauMara  and  eoMnmitiaa. 

Horaovar,  whila  wa  racogniia  tha  lagitiaaey  of  the  concams 
that  lad  to  anactaant  of  Claaa-Staagall ,  wa  beliava  thoa* 
concacna  ara  adequately  addraaaad  outaida  of  tlta  Act.   Fer 
•xaapla,  nuaaroua  atapa  hava  baan  takan  ovar  tha  yaara  to 
aalaguBTd  againat  risky  and  abuaiva  bank  tranaactiona  and  to 
protact  tha  dapoalt  inauranca  fund.   For  axa>pla,  Sactiona  23A 
and  23B  of  tha  Fadaral  Raaarva  Act  raatrict  tranaactiona  batvaan 
banks  and  thair  atfiliataa.  At  tha  saM  tiaa,  Congrass  has 
•nactad  significant  ratorBs  tor  tha  axprass  purposa  of  protacting 
tha  deposit  inauranca  fund.  The  aaat  iaportant  of  ttaaaa  la 
proBpt  corractiva  action,  under  which  tha  ragulaters  ara  raqulrad 
to  aova  rapidly  to  raaolva  probleaa  at  dapository  inatitutions 
with  insufficient  capital.  Other  ratoras  Include  risk-based 
dapoait  insurance  praaiuaa  and  leaat-coat  raaolution  of  failed 
institutions. 

In  addition,  it  ia  difficult  to  argua  that  tha  aecurity 
tinderwriting  riak  ot   an  Inveataent  bank  Is  greater  than  the  loan 
making  riak  of  a  coaaarcial  bank.   In  both  caaee,  rlak  Inc 
with  tha  length  of  tiae  tha  asset  is  held,  but  undarwritara 
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typically  distribute  underwritten  a«curitl«s  as  rapidly  as 
poasibla  irtiila  a  coHaareial  bank  aay  hold  a  loan  for  its  full 
(and  lengthy)  ten  to  saturity.  I^Kirtantly,  various  studies 
have  tound  that  (1)  of  the  nuBsrous  bank  failures  in  the  early 
1930S  thare  ia  no  convincing  evidence  «f  failure  caused  by  bank 
invest«ent  banking  activities;  and  (3)  the  difference  in  the 
average  risk  and  return  tor  the  two  industries  is  not  nearly  as 
great  as  variations  In  risk  and  return  within  those  industries, 
niis  suggests  that  coabining  these  activities  will  not  introduce 
unacceptable  levels  of  risk  to  the  financial  systsK. 

Insurance  Actlvitiee 

Both  national  and  state  contercial  banks,  and  bank  holding 
co^^nias,  typically  have  been  Halted  to  a  wodest  range  of 
insurance  activities.  National  banks  are  pereitted  to  underwrite 
and  sell  credit  life,  accident,  and  health  insurance,  niey  say 
also  sell  annuities  and  municipal  bond  insurance,  lease  space  and 
sail  cu8to>ar  lista  for  insurance  activities,  and  share  in  tha 
resulting  sales  coBBiasions.   The  National  Bank  Act  expressly 
authorizes  national  banks  located  in  towns  of  5,000  or  less  to 
sell  a  broad  range  of  insurance.  The  occ  has  interpreted  this 
authority  to  perait  a  national  bank  located  in  a  gualifytng  town 
to  sell  insurance  nationwide  through  that  office,  and  that 
interpretation  has  been  upheld. 
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Bank  holding  coq^ani**  and  th«ir  subsidiaries  generally  are 
prohibited  froM  selling  insurance,  although  exceptions  perait 
bank  holding  coi^ianias  to  engage  in  limited  insuranca  activities 
sinilar  to  those  permitted  national  banks.   The  expansion  of 
banking  and  insurance  haa  been  undertaken  east  broadly  at  the 
state  level,  but  even  there  the  priaary  eaphasis  reaalns  on 
distribution. 

Like  securities,  insurance  activities  bear  important 
■iailarities  to  banking.   Insurance  coi^anies  collect  preniun 
payaents  as  banks  collect  deposits;  insurance  coapanies 
inteniediate  funds  received  into  loans  and  investments  as  do 
banks;  insurance  companies  eventually  repay  their  policyholders 
as  banks  repay  their  depositors;  and  insurance  companies  sell 
their  products  through  local  office  networks  as  do  banks. 
Because  of  these  similarities,  there  is  a  strong  case  that 
peraitting  affiliations  between  banking  and  insurance  companies 
offers  opi^rtunities  for  significant  economies  of  scope  and  scale 
tor  the  institutions,  as  well  as  significant  benefits  to 
consuMsrs  in  the  font  of  greater  convenience  and  potentially 


For  these  reasons,  we  believe  that  current  restrictions  on 
affiliations  between  banks  and  insurance  companies  are  outdated 
and  overly  restrictive.  At  the  same  time,  we  are  mindful  of  the 
varying  degrees  of  risk  that  accompany  different  types  of 
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11 
insurance  activlCies.   For  axaople,  underwriting  life  ini 
presents  less  risk  than  does  underwriting  certain  lines  of 
property  and  casualty  insurance.   The  structural  fraaework  for 
financial  aodernization  should  provide  for  ways  to  deal  with 
th*se  facts.   In  our  view,  insurance  affiliation  is  iaportant  to 
both  banks  and  consuner*.  The  latter,  •specially,  can  benefit 
significantly  froa  the  greatsr  availability  and  potentially  lower 
cost  of  critically  needed  insurance  products  In  small  towns  and 
local  urban  communities. 

Intarnational  Cons Iderat ions 


The  case  for  financial  modernization  is  made  e\ 
when  international  financial  markets  are  taken  into 
consideration.   Currently,  the  U.S.  financial  systeM  is  the  most 
restrictive  of  the  developed  economies  in  the  limits  it  places  on 
the  structure  and  affiliations  of  financial  institutions.  Hany 
other  countries  with  well-developed  financial  systems  permit  more 
comprehensive  combinations  of  banking  and  other  forms  of  finance, 
as  well  as  varying  degrees  of  banking  and  commerce.   In  the  eyes 
of  some,  the  European  community  set  the  trend  for  the  future 
through  the  Second  Banking  Directive.   The  latter  permits  banks 
to  engage  directly  in  full  service  securities  and  commercial 
banking  services  throughout  the  Community.   In  fact,  in  1990,  the 
Task  Force  on  the  International  Competitiveness  of  U.S.  Financial 
Institutions  of  the  Comnittee  on  Banking,  Finance  and  Urban 


db,  Google 


12 
Affairs  suggested  that  the  European  Cc9MBunity's  pending  rsfora 
"would  be  coBparabla  to  the  raaoval  of  Glasa-Steagall,  HcFadden. 
the  Bank  Holding  Company  Act,  and  many  stata  laws  and  regulations 
in  th*  United  Statss." 

In  conclusion,  full  service  financial  tinw  In  Europe  will 
benefit  from  the  scononies  of  scope  that  go  with  joint  production 
of  coBpleaentary  products;  and  they  will  benefit  froii  the 
econoBiea  of  scale  that  go  with  »or«  efficient  use  of  their 
financial  services  distribution  systens.   The  result  should  be 
financial  institutions  with  higher,  more  stable  profits  that  are 
better  able  to  attract  capital  and  coapets  ever  more  effectively 
on  a  global  basis.   A  Bore  modern  Isgal  framework  —  one  that 
recognizes  the  enormous  changss  over  the  past  decade  —  can  Make 
U.S.  banks,  securities  firms,  insurance  companies,  and  other 
financial  firms  more  competitive  in  the  international 
marketplace,   in  short,  as  U.S.  financial  services  providers 
becoB*  stronger  at  home  they  will  become  stronger  abroad. 

xttHinistratioB's  Tiaws  on  FiaaBoial  Mederaiiation 

The  Administration's  approach  to  financial  system  reform  has 
five  key  objectives:   First,  promoting  efficiency  and  competition 
—  and  better  service  for  users  —  by  eliminating  unwarranted 
restrictions  on  financial  services  providers.   Second,  ensuring 
the  safety  and  soundness  of  FDIC-insured  depository  institutions 
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and  Che  federal  deposit  inauranc*  funds.   Third,  encouraging 
market  discipline  and  avoiding  extension  of  the  federal  safety 
net.   Fourth,  providing  effective  oversight  of  the  affiliations 
and  activities  in  question.   Fifth,  advancing  competitive 
equality  —  promoting  a  fair  and  competitive  business 
environment.   And,  sixth,  naking  U.S.  financial  services 
providers  stronger  at  home  so  they  will  Bm  better  able  to  compete 

He  would  like  to  point  out,  however,  that  financial 
modernization  should  be  viewed  as  an  evolving  process.   Certain 
measures  taken  now  do  not  preclude  taking  additional  steps  later, 
when  we  will  have  the  benefit  of  even  more  industry  and 
regulatory  experience.   It  is  absolutely  essential  that  the 
banking  systen  maintain  safety  and  soundness.  The  ovoraLl  goal 
is  to  achieve  needed  change  without  adding  undue  risk  to  the 
deposit  insurance  systeM.  In  our  view,  properly  structured 
product  diversification  should  increase  the  safety  and  soundness 
of  the  financial  system. 

Hith  this  in  Bind,  I  would  now  like  to  discuss  our  approach 
to  financial  modernization,  an  outline  oC  which  is  attached  to 

this  statement. 
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The  BaBJc  Approach 

As  a  ganeral  »atter,  we  would  perait  an  PDIc-lnsured 
depository  institution  to  affiliate  with  a  securities  fira, 
insurance  company,  or  other  tinanclal  company.   He  would  likewise 
perait  such  a  conpany  to  affiliate  with  an  insured  depository 
institution. 

The  permitted  affiliations  could  be  done  by  allowing  the 
affiliated  cowpany  to  b*  a  subsidiary  of  the  insured  depository 
institution  or  the  institution's  parent  coMpany.   The  choice  of 
corporate  structure  would  b«  a  private  business  decision. 

Also,  for  the  reasons  discussed  in  detail  earlier,  we  would 
repeal  Section  20  of  the  Glass-Steagall  Act  and  the  insurance 
restrictions  in  the  BanK  Holding  Company  Act.   Section  20 
generally  prohibits  a  banX  that  is  a  member  of  the  Federal 
Reserve  system  from  being  affiliated  with  a  company  that  is 
principally  engaged  in  underwriting  or  dealing  in  securities  that 
a  national  bank  cannot  underwrite  or  deal  in  directly.   Doing 
this  will  prove  especially  beneficial  to  small  and  medium-'Sized 
businesses  that  typically  rely  on  banks  for  their  short-term 
credit  needs.  Local  banks  know  these  companies  well  but  are 
currently  unable  to  meet  all  of  their  capital  financing  needs 
because  they  cannot  provide  a  full  range  of  equity  services. 
Permitting  these  affiliations  should  give  small 
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gen«rally  have  no  access  to  Hall  Street,  a  significant  source  of 
new,  low-cost  capital. 

The  Bank  Holding  Conpany  Act  includes  restrictions  on  tMiik 
holding  companies'  insurance  activities.   Repealing  these 
restrictions  would  clear  the  way  for  insurance  conpanlee  and 
banks  to  affiliate.   This  should  be  especially  beneficial  to 
consu««rs,  as  discussed  earlier. 

Qualifying  for  Hew  AfflliatJonB 

Under  our  approach,  insured  depository  institutions  could 
affiliate  with  firms  that  underwrite  securities  or  insurance  that 
a  national  bank  cannot  underwrite  directly  only  if  regulators 
find  that; 

•  the  institutions  are  well -capitalized  and  well-managed 
(and  any  holding  company  subject  to  capital  standards 
meets  those  standards) ; 

•  the  institutions  and  their  affiliates  have  internal 
controls  adequate  to  manage  financial  and  operational 
risk;  and 

•  the  affiliation  would  be  unlikely  to  impair  the 
institutions'  safety  and  soundness. 
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Moreover,  wa  would  permit  such  atfiliatlons  to  be 
established  only  with  capital  over  and  above  what  the  Insured 
depository  institution  or  holding  conpany  needs  to  aeet  Its  own 
capital  standards.  And  we  would  prohibit  continued  aCClllation 
between  sn  insured  depository  institution  and  an  affiliate 
engaged  in  securities  or  insurance  underwriting  not  peraisBibls 
for  a  national  bank,  if  the  institution  (or  ajty  of  Its  insured 
depository  affiliates)  renains  undercapitalized  for  more  than  six 
months  (or  with  regulatory  approval,  for  an  additional  18 
BOnths) . 


Ha  believe  it  Is  laportant  that  insured  depository 
institutions'  affiliates  do  not  becoae  a  source  of  weakness  to 
the  institutions.   For  that  reason,  we  would  maintain  the 
regulators'  authority  to  Impose  consolidated  capital  standards  on 
bank  holding  conpanies  whose  subsidiary  insured  depository 
Institutions  constitute  their  principal  business  by  comprising  at 
least  half  of  the  bank  holding  conpanies'  total  assets. 

Consolidated  capital  standards  can  serve  as  a  measure  of  the 
health  of  the  overall  organization  —  and  thus  reduce  the  chances 
Uiat  affiliates'  weakness  would  pose  unacceptable  risks  to 
insured  depository  institutions.   But  applying  consolidated 
capital  standards  to  highly  diversified  financial  services 
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organizatioTiB  May  not  ba  appropriate  or  ■aaningtul  (e.g.,  in  view 
of  dicferances  in  prevailing  capital  levels  from  one  industry  to 
another).   Accordingly,  under  this  proposal,  such  standards  would 
remain  diecrationary,  and  a  new  interagency  coordinating 
committee  would  determine  under  which  circumstances  such 
standards  would  apply  to  holding  companies  that  have  less  than 
half  of  their  assets  in  insured  depository  institutions. 
Currently,  insured  depository  institutions  typically  account  for 
most  of  the  assets  of  bank  holding  companies.   Under  this 
proposal,  the  Federal  Reserve  Board  would  continue  to  administer 
the  Bank  Holding  Company  Act  for  all  bank  holding  companies. 

He  also  would  maintain  the  authority  of  insured  depository 
institutions'  primary  federal  regulators  to  verify  and  enforce 
compliance  with  restrictions  on  the  institutions'  transactions 
with  affiliates.   And  we  would  require  federal  regulators  to 
coordinate  institutions'  examinations  so  as  to  prevent  such 
abuses  as  shell  games,  as  well  as  to  minimize  overlap.   This 
would  complement  existing  law  requiring  regulators  to  coordinate 
i   SO  ae   to  reduce  regulatory  burden. 


Firewalls.  The  term  "firewalls"  typically  refers  to  certain 
regulatory  and  statutory  restrictions  on  transactions  between  an 
insured  depository  and  its  affiliates  for  the  purpose  of 
protecting  the  safety  and  soundness  of  the  insured  institution  or 
preventing  abusive  practices.  As  a  general  matter,  we  believe 
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that  firewalls  should  be  effective  but  not  excessive,  and  believe 
that  those  objectives  can  be  reasonably  achieved.   The  overall 
goal  is  to  protect  the  insured  depository  as  necessary,  without 
needlessly  negating  the  synergies  of  coHbining  a  variety  of 
financial  activities. 

The  requisite  flexibility  and  balance  should  be  achievable 
by  einplaying  a  conbination  oc  (IJ  rules  (••g.,  an  insured 
depository  institution  nay  not  generally  extend  credit  to  its 
securities  affiliate,  or  issue  guarantees  for  the  purpose  of 
enhancing  the  Marketability  of  securities  being  underwritten  by 
the  securities  affiliate);  and  (3)  directives  to  regulators  (to 
deal  with  the  following  practices  not  by  general  prohibitions  but 
by  requiring  regulators  to  prescribe  appropriate  regulations 
designed  to  prevent  the  practices  fron  causing  probleas:  the 
institution  and  securities  affiliate's  having  officers  or 
directors  in  coninon;   and  extensions  of  credit  by  an  insured 
depository  institution  to  pay  principal,  interest,  or  dividends 
on  securities  underwritten  by  a  securities  affiliate). 

He  also  would  require  appropriate  disclosure  so  that 
customers  do  not  confuse  uninsured  products  with  insured 
deposits;  and  we  would  require  neasures  to  protect  confidential 
customer  information. 
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A<>ctitional  aafequards.   He  Would  apply  additional  safeguards 
to  insured  depoBitory  institutions  controlled  by  coBpanies  that 
are  not  subject  to  consolidated  capital  standarda.   Thase 
additional  safeguards  would  require  the  insured  depository 
institutions  to  be  well-capitalized;  and  they  would  raquir*  any 
institution  that  ceases  to  be  we 11 -capitalised  to  subsit  an 
acceptable  capital  restoration  plan  within  60  days,  and  perait 
regulators  to  accept  the  plan  only  if  each  company  that  controls 
the  institution  guarantees  the  institution's  compliance  with  the 
plan.   If  the  Institution  tails  to  comply  with  the  above 
requirement,  we  would  require  orderly  divestiture  of  the 
depository  institution  within  one  year,  and  authorize  regulators 
to  require  earlier  divestiture  if  necsBBary  to  keep  the 
institution  safe  and  sound.   The  requirement  of  a  capital 
restoration  plan  and  parent  company  guarantee  parallels  the 
current  "prompt  corrective  action"  statute  —  but  uses  "well- 
capitalized"  (rather  than  "adequately  capitalized")  as  the 
standard. 

TwQ-Wav  Street 

To  achieve  true  competitive  eguity  and  opportunities  for 
efficiency  and  competition,  we  would  permit  companies  engaged  in 
financial  activities  to  affiliate  with  insured  depository 
institutions,  just  as  insured  depository  institutions  are 
permitted  to  affiliate  with  such  companies.   He  would  also  allow 
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20 
an  affiliate  of  an  insured  depository  institution  to  bold  a 
divarsified  portfolio  of  invest>entB  in  nonflnancial  firas  >ade 
in  the  course  of  the  atfiliata's  aarchant  banKlng  or  venture 
capital  activities.  He  would  liait  sucb  investaents  In  tha 
aqgragate  to  an  apprc^riate  level  such  as  5  percent  of 
consolidated  assets. 

other  related  weasuras  should  include  simplifying  the  Bank 
Holding  Company  Act  (e.g.,  to  atreaaline  tha  currant  application 
process,  and  avoid  applying  to  diversified  financial  services 
firms  detailed  rules  for  the  conduct  of  activities) . 
Correspondingly,  we  agree  with  Oiairman  Leach  and  Representative 
Baker  that  It  would  be  appropriate  to  rename  both  the  Act  and 
bank  holding  companies  the  Financial  Services  Holding  Company  Act 
and  financial  services  holding  companies,  respectively. 

Functional  Regulation 

Functional  regulation  refers  to  a  regulatory  process  in 
which  a  given  financial  activity  Is  regulated  by  tha  sama 
regulator  regardlesB  of  who  conducts  the  activity,   nie  purpose 
is  to  bring  greater  order  and  efficiency  to  the  regulatory 
process.  To  advance  this  approach,  we  would  limit  banks'  current 
exemption  from  SEC  broker/dealer  registration  and  eliminate 
banks'  exemption  from  invasteent  adviser  registration.   Such 
limit,  however,  should  not  require  banks  to  eeaae  selling  mutual 
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funds  at  th«ir  branch  locations.   He  also  vould  facilitate 
appropriate  delegation  by  the  functional  regulator  to  the  lead 
regulator  for  the  entity,  in  the  interest  of  siMplicity  and 
economy  («.g.|  the  SEC  could,  at  its  discretion,  delegate  to  bank 
regulators  responsibility  for  overseeing  a  bank's  investnent 
advisory  activities  in  accordance  with  SEC  rules) . 

uncll  on  Financial  Services 


The  nature  of  financial  aarket  changes  in  recent  years  has 
been  the  result  not  only  of  industry  innovations  and  initiatives, 
but  also  the  nunerous  rulings  of  state  and  federal  regulators  and 
the  courts.   This  process  has  often  led  to  competitive 
inequities,  costly  litigation,  and  random  restructuring  of 
financial  services.   Because  of  this  there  is  a  need  to  provide  a 
means  for  the  overall  coordination  of  financial  modernization. 

He  would  establish  a  seven-meaber  National  Council  on 
Financial  Services,  consisting  of  the  following  officials  or 
their  designees:  the  Secretary  of  the  Treasury,  who  would  serve 
as  Chair  of  the  Commission;  the  Chair  of  the  Federal  Reserve 
Board,  who  would  serve  as  vice  Chair  of  the  Commission;  the  Chair 
of  the  Federal  Deposit  Insurance  Corporation;  the  Comptroller  of 
the  Currency;  the  Director  of  the  Office  of  Thrift  Supervision; 
the  Chair  of  the  Securities  and  Exchange  Commission;  and  the 
Chair  of  the  Commodity  Futures  Trading  Commission. 
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The  Council,  BOdaled  on  a  aiHilar  entity  in  S.  337  and  H.R. 
814,  vould  be  an  int*r-ag«ncy  policy  forum  —  not  a  hands-on 
regulator  or  buraaucracy.   And  unlilca  tha  antity  in  tboaa  bills, 
the  council  would  not  issua  binding  rules  govaming  agencies' 
•xavination  and  aupervision  of  financial  institutions.   Tha 
Council  would  not  have  a  siseable  atatf  ot   its  own. 

Tha  Council  would  b«  authorized  to: 

•  detamine  what  activities  ace  financial; 

•  deteraine  tha  circuostance  under  which  consolidated 
capital  reguirementa  should  apply  to  financial  services 
holding  conpaniee  whose  subsidiary  insured  depository 
institutions  account  for  less  than  half  of  those 
companies'  total  assets;  and 

•  provide  a  forua  tor  regulators  to  iaprove  coordination 
on  financial  vodemiEation  issues. 

He  believe  it  is  iaportant  that  the  Council  take  into 
account  differances  among  financial  services  holding  conpanies, 
such  as  the  proportion  of  the  companies'  total  assets  in  insured 
depository  institutions,  in  weighing  whether  to  impose 
consolidated  capital  standards.   In  short,  there  is  no  reason  for 
a  holding  company  with  a  relatively  small  presence  in  banking  to 
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23 
b*   h«ld  to  the  sane  consolidated  capital  requlrenent  as  a  holding 
company  primarily  angaged  in  banking.  Moraov«r,  tha  incured 
depository  in  such  a  holding  company  would  always  b«  protected  by 
the  requirement  that  it  be  well-capitalized. 

Expanded  Powers 

He  believe  that  it  would  be  logical  and  sound  to  permit 
well -capitalized  and  well-managed  national  banks  to  underwrite 
and  deal  directly  in  uunicipal  revenue  bonds.  National  banks 
have  long  had  authority  to  underwrite  and  deal  in  general- 
obligation  municipal  bonds.   This  proposal  would  give  wall- 
capitalized  national  banks  that  do  not  have  securities  affiliates 
similar  authority  to  underwrite  and  deal  in  municipal  revenue 
bonds  —  a  type  of  security  that  has  become  Increasingly 
important  to  local  governments  over  the  past  decades.   And  we 
would  support  lifting  the  current  restrictions  on  nonbank  banks 
whose  parent  institutions  becoae  financial  services  holding 

Separation  of  Banking  and  Conunerce 


He  do  not  support  removing  the  current  prohibitions  against 
combining  banking  and  commerce.   Such  combinations  might  pose 
additional,  unforeseen  and  undue  risks  to  the  safety  and 

1  of  the  financial  system,  potentially  exposing  the 
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federal  deposit  Insurance  funds  and  taxpayera  to  aubstantlal 
losses.   Equally  uncertain  is  the  effect  such  coabinations  night 
hav*  on  ths  cost  and  availability  of  credit  to  nunerous,  diverse 
borrowers  and  on  the  concentration  of  economic  resources.   In 
particular,  potential  abusss  sight  not  only  involve  direct 
financial  support  of  affiliated  industrial  companies  by  the 
insured  depository  Institution  but  also  transactions  with 
companies  that  purchase  from,  or  supply  to,  affiliated  Industrial 
companies . 

Bank  supervisors  in  the  U.S.  have  not  had  sufficient 
experience  with  the  types  of  risk  that  accompany  banking  and 
copoierce.  A  regulatory  means  to  detect  and  prevent  abuses  would 
be  very  difficult  to  implement  and  it  would  surely  require 
substantial  increases  in  the  size  of  the  exaDination  forces.   In 
other  countries  such  as  Germany,  such  linkages  are  tolerated. 
Recent  reports  from  Germany,  however,  indicate  that  a 
reexaaination  of  the  close,  traditional  linkage  of  banking  and 
connerce  is  underway  in  that  country.  Prudence  suggests  that  we 
look  much  more  closely  before  permitting  affiliations  of  banking 


To  reap  the  full  benefits  of  financial  modernization,  it  is 
icial  that  any  financial  modernization  legislation  provide 
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national  treatment  in  th*  U.S.  for  foreign  financial  institutions 
with  respect  to  the  benefits  of  affiliation.  Failure  to  provide 
national  treatment  would  send  the  wrong  signal.  It  would 
discourage  nany  foreign  financial  institutions  froa  comBltting 
their  capital  and  resources  to  our  market,  and  it  would  undermine 
our  continuing  efforts  to  open  foreign  financial  maclcets  to  D.S. 
al  services  providers. 


The  Finaneial  Barvioes  Caapatiti7enesa  Xot 

I  would  now  like  to  discuss  our  views  on  H.R.  IB,  put  forth 
by  Chairman  Leach. 

As  a  general  »att*r,  we  agree  with  the  direction  taken  by 
H.R.  18.  Vh*  reform  of  Glass-steagall  provided  for  clearly 
advances  the  objectives  of  financial  reform  discussed  earlier. 
It  pronotee  efficiency  and  competition  by  removing  outdated, 
unwarranted  restraints  on  affiliations  of  investment  banks  and 
commercial  banks.   And  it  promotes  competitive  eguity  by 
providing  tor  a  two-way  street.   Common  ownership  of  these 
entities  will  permit  them  to  offer  a  broader  range  of  financial 
services  at  greater  convenience  and  potentially  lower  cost  for 
end^users.   This  should  enhance  the  profitability  and  stability 
of  financial  services  providers. 
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Ha  also  vi«w  positively  tb*  tact  that  H.R.  IB  renaaaa  tha 
Bank  Holding  Coapany  Act  the  Financial  sarvlcee  Holding  Co>pany 
Act,  and  aiiands  the  Act  in  a  way  that  ahould  expand  the  range  of 
financial'  activitla*  paralttad  financial  aarvicaa  holding 
coBpanlas.  H.R.  is  proaotaa  financial  aystaN  aafaty  and 
soundnesB  and  protects  consu>ers  by  waphaslslng  atrong  capital, 
firewalls,  and  conauMar  disclosurea.   It  also  advances  functional 
regulation.   He  view  H.R.  18  as  decidedly  meritorious. 

There  are,  however,  certain  issues  raised  by  the  bill  that 
wa  wish  to  coBBent  on  in  greater  detail.   These  issues  involve 
bank  structure,  the  scope  of  bank  activities,  prudential 
standards  and  safeguards  (firewalls] ,  and  regulation. 

B^nf  structure 

The  refora  of  Glass-Staagall  proposed  in  H.R.  18  is  based 
exclusively  on  the  holding  coapany  approach  to  expanding  tank 
activities.   Thus  a  banking  organization  could  engage  in  the  full 
range  of  securities  activities  only  by  Coming  a  nonbank 
affiliate  of  tha  holding  cmnpany. 

He  are  not  convinced  that  the  law  should  be  so  restrictive. 
The  primary  goal  of  segmenting  activities  is  protection  of  the 
ttafety  and  soundness  of  insured  depository  institutions.   He 
believe  that  placing  new  sacuritles  activities  in  a  subsidiary  of 
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the  bank  does  not  ham  that  goal.   In  analyzing  this  issue  wa 
should  not  focus  on  font  over  substance.   Th«  legal  nature  of  the 
entity,  whether  a  nonbanX  atciliate  of  a  holding  cnapany  or  a 
subsidiary  of  the  bank,  is  not  the  issue,  since  both  are  separate 
legal  entities  from  the  bank.   The  issue  is  the  integrity  of  the 
safeguards.   Once  we  have  reached  a  comfort  level  in  that 
integrity,  the  safeguards  function  under  either  structure. 
Comptroller  of  the  Currency  Ludwig  commented,  from  a  regulatory 
perspective  in  his  testimony  before  you  yesterday,  on  the  OCC's 
conviction  that  such  an  approach  could  be  done  with  safety  and 
efficiency.   Since  the  safeguards  work  either  in  a  subsidiary  of 
the  bank  or  a  nonbank  affiliate  of  a  holding  company,  we  should 
not  take  away  oanageaent's  flexibility  to  structure  a  financial 
services  organization  for  optimum  performance. 

Scope  of  Bank  Activit^gs 


For  many  of  the  same  reasons  we  support  Class-Steagall 
refom,  we  believe  there  are  grounds  for  permitting  affiliations 
between  banks  and  firms  engaged  in  financial  activities.   In  our 
view  the  most  obvious  of  these  affiliations  is  the  one  between 
banks  and  insurance  companies.   As  discussed  earlier,  we  believe 
that  broader  affiliations  for  banks  can  yield  many  benefits 
without  jeopardizing  bank  safety  and  soundness,  tmonq   the 
benefits  are  greater  convenience  and  potentially  lower  costs  for 
consumers,  product  diversification  and  more  stable  earnings  for 
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banks,  and  a  generally  more  efficient  and  competitive  financial 
system.   Horeover.  vith  certain  insurance  activities,  banks  do 
not  assume  the  risk  of  underwriting,  and  banks'  capital  remains 
unimpaired.   As  with  securities,  and  given  the  proper  prudential 
standards  and  safeguard*,  it  seems  to  us  that  affiliations 
between  banks  and  insurance  companies  should  b*  permitted.   An 
explicit  provision  regarding  such  affiliations  should  be  included 
in  legislation. 

H.R.  18  would  grandfather  unitary  thrift  holding  coMpanies, 
an  approach  that  we  believe  would  be  more  appropriate  than 
requiring  divestitures  of  thrifts.   The  thrift  institutions  at 
issue  her*  generally  are  specialized  housing  lenders.   Thsy  are 
not  a  primary  source  of  loans  to  the  wide  array  of  commercial  and 
industrial  firms  served  by  banks.   If  properly  regulated,  their 
affiliation  with  commercial  entities  does  not  raise  serious 
concerns.  Moreover,  the  Office  of  Thrift  Supervision  reports 
that  experience  to  date  has  not  revealed  any  eafety  and  soundness 
problems  with  unitary  thrift  holding  companies.  On  balance,  we 
believe  the  unitary  thrift  holding  company  exemption  represents 
sound  policy  and  should  not  be  changed,  with  the  one  proviso  that 
commercial  lending  represent  no  more  than  10  percent  of  such  a 
thrift's  assets. 

A  unique  aspect  of  H.R.  IB  is  the  provision  for  a  "wholessle 
financial  institution"  as  part  of  an  "investment  bank  holding 
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company."  Th«  whol«SBl«  financial  institution  vould  be  uninsursd 
and  generally  restricted  to  cnly  accepting  deposits  in  excess  of 
SiOO,000,  although  it  would  have  access  to  the  payments  systeM 
and  the  Fed's  discount  window.   The  wholesale  financial 
institution  and  its  parent  investment  bank  holding  company  would 
be  regulated,  but  because  the  depository  is  uninsured  It  would 
not  be  subject  to  as  many  firewalls  as  an  insured  institution. 
While  we  generally  support  the  idea  of  less -regulated  wholesale 
banks  and  holding  companies,  we  also  think  it  is  important  to 
provide  for  appropriate  supervision.  The  fact  that  the  wholesale 
bank  is  uninsured  does  not  mean  that  it  is  completely  insulated 
from,  and  cannot  transfer  risk  to,  the  federal  safety  net  and  the 


Reaulation 

H.R.  18  provides  for  SEC  registration  and  regulation  of 
securities  affiliates  and  banks  that  conduct  certain  securities 
activities.   This  advances  the  concept  of  "functional  regulation" 
which  would  have  the  same  entity  regulate  a  given  activity 
regardless  of  who  conducted  the  activity.   Some  of  the  advantages 
of  functional  regulation  include:  greater  consistency  In  the 
regulation  of  any  given  activity;  the  development  of  greater 
expertise  and  experience  in  a  specialist  agency;  and  a 
potentially  more  cost-effective  regulatory  structure. 


db,  Google 


30 
While  we  agree  with  H.R.  IB  that  Cunctional  regulation  is 
overall  the  best  approach,  w*  also  recognisa  it  ha*  son* 
shortconings.   For  on«  thing,  certain  financial  activities  are 
not  always  that  easy  to  differentiate  one  from  another,  and 
choosing  the  vost  appropriate  regulator  Bay  b«  difficult.   In 
addition,  functional  regulation  nay  leave  unresolved  problens  of 
potential  regulatory  gaps  as  well  as  overlapping  regulation.   For 
example,  the  securities  subsidiary  of  an  insurance  company  may  be 
regulated  by  the  SEC  while  the  parent  insurance  company  has  no 
federal  regulation  whatsoever,  resulting  in  a  regulatory  gap.   On 
the  other  hand,  a  bank  engaged  in  securities  activities  would  be 
regulated  by  the  SEC  for  securities  activities  and  its  federal 
bank  regulator  for  banking  activities  and  overall  financial 
condition,  resulting  In  regulatory  overlap.   Finally,  if  not 
properly  structured,  no  single  regulator  may  get  a  sufficiently 
clear  picture  of  the  financial  condition  of  the  whole  entity  to 
prevent  potential  safety  and  soundness  problems. 

These  shortcomings  should  be  addressed  through  additional 
safeguards,  including:  (!)  maintaining  the  authority  of  insured 
depository  institutions'  primary  federal  regulators  to  verify 
compliance  with  restrictions  on  the  institutions'  transactions 
with  affiliates;  (2)  requiring  federal  regulators  of  affiliated 
insured  depository  institutions  to  coordinate  the  institutions' 
examinations  so  as  to  prevent  such  abuses  as  shell  games,  as  well 
irlap;  and  (3)  facilitating  appropriate 
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delegation  by  the  functional  regulator  to  the  lead  regulator  Eor 
the  entity,  in  the  interest  of  slBplicity  and  econoay. 


The  proposed  legislation  includes  a  nunber  o(  ei^licit 
inter-afCiliat*  transactions  reatrlctions  designed  to  Insulate 
th«  bank  from  the  securities  affiliate.  These  restrictions  serve 
to  protect  the  safety  and  soundness  of  banks  affiliated  with 
securities  firas  and  deny  bank  securities  affiliates  an  unfair 
funding  advantage  because  of  their  association  with  an  Insured 
deposit-taking  entity.   Also  included  are  provisions  intended  to 
ensure  that  banks  continue  to  make  impartial  lending  decisions 
and  guard  against  conflicts  of  interest.   Finally,  disclosure 
provisions  are  included  to  protect  bank  custovers  and  securities 
investors  fro*  confusion  and  wrongful  use  of  custotier 
information. 

As  mentioned  earlier,  while  we  believe  that  appropriate 
firewalls  can  be  very  helpful,  there  also  is  a  real  danger  that 
they  can  become  excessive  and  rigid  in  nature,  potentially 
needlessly  negating  the  synergies  to  be  realized  from  the 
permitted  affiliations.   As  a  case  in  point,  we  believe  that  it 
is  appropriate  and  even  beneficial  to  have  some  directors  of  the 
holding  company  and/or  bank  on  the  board  of  an  affiliate.   As  a 
business  matter,  prohibiting  such  sharing  of  director 
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perspectivas  would  be  a  nieCake,  because  the  affliia'tea  say 
become  too  renota  from  the  parent  institution.   To  realize  the 
benefits  of  integrated  activities,  BanageBent  and  the  board  oC 
director*  must  be  fully  engaqsd  in  and  responsible  for  all  of  the 
operations  of  the  foil  •ntity. 

In  our  view,  the  best  approach  would  enphasize  necessity  and 
regulatory  flexibility  in  the  inpoeitlon  of  firewalls. 


COBO Ins ions 

As  we  move  forward,  we  n«ed  to  keep  in  Bind  that  as  with  all 
new  opportunities  w*  need  to  give  attention  to  the  potential 
risks.   He  know  the  risks  involved  with  equities  and  insurance, 
but  they  are  risks  that  have  heretofore  been  only  incidentally 
related  to  the  banks  —  at  least  in  this  country.  Therefore  the 
question  v«  n««d  to  ask  is:  How  will  w«  nanag«  the  risks? 
Nothing  is  more  important,  in  ny  judgment,  than  Baking  sure  we 
maintain  the  safety  and  soundness  of  our  banks.   I  believe  it  can 
be  done  with  proper  safeguards  and  proper  firewalls. 

He  believe  the  Financial  Services  Competitiveness  Act  of 
1995  will  serve  as  an  important  catalyst  for  addressing  financial 
Bodernization.   The  bill  provides  a  comprehensive  framework 
within  which  the  najor  issues  can  be  examined.  The  bill  is 
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generally  consiaCent  with  what  we  believe  are  inportant 
objectives  and  guidelines  for  financial  modernization. 

As  discussed,  however,  we  do  have  a  nuaber  of  concerns  about 
some  aspects  of  the  bill  that  we  hope  we  can  resolve  as  we  work 
with  Kenbers  of  this  comoittee. 

Likewise,  we  hope  that  our  thoughts  on  issues  and  approaches 
will  be  of  value  to  you  and  other  participants  in  the  process. 

Finally,  I  want  to  take  this  opportunity  to  welcome  the 
Comnittee's  plans  to  hold  hearings  later  this  month  on  the 
Savings  Association  Insurance  Fund.  The  Fund  has  less  than  $2 
billion  in  reserves  to  insure  over  $700  billion  in  insured 
deposits,  and  we  believe  that  a  thoughtful  public  review  of  the 
Fund's  prospects  is  very  appropriate  at  this  time,  since  it  will 
begin  protecting  depositors  in  July  when  the  RTC's 
responsibilities  for  resolving  new  failed  institutions  ends. 

Again  Mr.  Chairman,  we  congratulate  you,  Hr.  BaKer,  and  the 
Members  of  the  Committee  for  moving  with  dispatch  to  address  the 
pressing  needs  of  financial  modernization.  It  is  our  view  that 
an  interactive,  bipartisan  effort  can  yield  significant  results 
in  relatively  short  order.  He  look  forward  to  working  with  you 
in  the  coming  months  to  achieve  our  common  goals. 
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The  answer  is  based  on  Ihe  difference  between  accounling  losses  and  economic  losses.   The 
relevant  policy  issue  is  not  how  losses  are  reported  for  accounting  purposes  but  how  they 
impact  the  FDIC  and  taxpayers  if  the  parent  bank  fails. 

For  GAAP  accounting  purposes,  any  company  having  a  controlled  subsidiary  must 
consolidate  the  subsidiary's  financial  statements  with  its  own.   Losses  in  Ihe  subsidiary  would 
be  reflected  in  the  parent's  consolidated  income  statement,  and  capital  reductions  in  the 
subsidiary  would  similarly  be  charged  against  the  parent's  consolidated  balance  sheet. 

The  same  accounling  treatment  would  apply  to  a  holding  company  that  directly  owned  a 
nonbank  subsidiary.   Since  most  public  reporting  is  at  the  holding  company  level  rather  than 
Ihe  bank  level,  it  should  not  make  much  difference  whether  Ihe  subsidiary  is  owned  by  the 
bank  or  by  the  holding  company.    In  either  case  it  would  be  the  holding  company's 
consolidated  financial  statements  that  the  public  sees. 

Economic  losses,  on  the  other  hand,  are  legal  liabilities  that  may  differ  from  fmanciaJly 
reported  losses  under  GAAP.  When  the  FDIC  steps  in  as  receiver  of  a  failed  bank,  balance 
sheet  numbers  become  irrelevani.  The  cushion  for  the  FDIC's  interest  is  the  bank's  real 
capital  -  thai  is,  the  difference  between  the  market  values  of  the  bank's  assets  and  liabilities. 
So  long  as  the  subsidiary  liability  cannot  be  charged  against  the  parent  bank  --  that  is,  so 
long  as  the  corporate  'veil*  is  not  pierced,  it  is  irrelevant  how  the  bank's  consolidated 
financial  statements  previously  reflected  its  interest  in  Ihe  subsidiary.    And  where  there  is  a 
factual  basis  for  piercing  the  veil,  it  is  just  as  likely  to  exist  whether  the  subsidiary  is  owned 
by  the  bank  or  directly  by  the  parent  holding  company. 

It  is  true  that  bank  examiners  apply  GAAP  accounting  rules  in  assessing  capital  adequacy  of 
the  bank.  But  since  risk  to  the  FDIC  is  related  to  the  real  value  of  the  bank's  capital  on  a 
stand-alone  basis.  Ibis  supervisory  treatmeni  should  be  viewed  as  added  protection  lo  the 
FDIC. 
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Objectives  and  GuldeUnes 

Promote  efficiency  and  conqwtition  —  and  better  service  for  users  —  by 
eliminating  needless  restrictions. 

Ensure  tbe  safety  and  soundness  of  FDIC-insured  dqiositoiy  institutions. 
Safeguanl  the  foleral  deposit  insurance  funds  and  the  financial  system. 

Encourage  market  discipline,  and  avoid  eUending  the  federal  safe^  net. 

Provide  effective  oversight  of  the  affiliations  and  activities  in  question. 

Advance  competitive  equality. 

For  example,  when  repealing  section  20  of  ihe  Glass-SteagaU  Act 
(and  thus  pemutting  banks  to  qffiliate  with  securities  firms),  provide 
a  meaningfid  two-way  street  by  which  securities  firms  can  filiate 
WJIA  banks. 

Provide  national  treatment  tofi^reign  banks  and  foreign  flrumciai 
companies. 

Make  U.S.  linancial  institutions  stronger  at  home  so  Iliat  they  can 
compete  belter  abroad. 

New  Affiliations  Permitted 

Permit  affiliations  between  FDIC-insured  depository  institutions  and 
companies  engaged  in  financial  activities. 

Thus,  for  example,  a  bank  could  affiliate  with  a  securities  firm,  an 
company,  or  another  company  ariose  activities  are 
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financial.   A  securities  finn,  insurance  company,  or  other  financial 
company  could  affiliate  wUh  a  bank. 

Repeal  section  20  of  the  Glass-Steagall  Act  and  the  insurance  restrictions 
in  the  Bank  Holding  Company  Act. 

Section  20  generally  prohibits  a  bank  that  is  a  member  of  the 
Federal  Reserve  System  from  being  affiliated  with  a  company 
principally  engaged  in  underwriting  or  dealing  in  securities  that  a 
national  bank  cannot  underwrite  or  deal  in  directly.    The  Bank 
Holding  Company  Act  includes  restrictions  on  bank  holding 
companies '  insurance  activities.    Repealing  these  restrictitms  would 
clear  the  way  for  insurance  companies  and  banks  to  affiliate. 

•  Allow  the  affiliated  companies  to  be  subsidiaries  of  either  the 
insured  depository  institution  or  the  institution's  parent  company. 

The  choice  of  corporate  strvcmre  would  be  a  private  business 
decision,  not  a  regulatory  dictate. 

Maintain  the  prohibition  against  a^iliations  between  insured  banks  and 
companies  engaged  in  nonfinancial  activities. 

Qualifying  fcH-  These  New  ATTiliations 

Permit  insured  depository  bstitutions  to  become  affiliated  with  finns 
that  underwrite  securities  or  insurance  that  a  national  bank  caimot 
underwrite  directly  if  regulators  find  that: 

•  the  institutions  are  well-capitalized  and  well-managed  (and  any 
holding  conqtany  subject  to  capital  standards  meets  those 
staitdards); 

•  the  institutions  and  their  affiliates  have  internal  controls  adequate  to 
manage  fmancial  and  operational  risk;  and 

•  the  affiliation  would  be  unlikely  to  impair  the  institutions'  safety 
and  soundness. 
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Permit  such  affiliations  to  be  established  only  with  capital  over  and 
above  what  the  insured  depository  institution  or  holding  company  needs 
to  meet  its  own  capital  standards. 

Prohibit  continued  affiliation  between  an  insured  depository  institution 
and  an  affiliate  engaged  in  securities  or  insurance  underwriting  not 
permissible  for  a  national  bank,  if  the  institution  (or  any  of  its  insured 
depository  affiliates)  remains  undercapitalized  for  more  than  six  months 
(or  with  regulatory  approval,  for  an  additional  18  months). 

The  above  se^eguards,  and  ihose  following,  have  important  parallels 
with  H.R.  18. 

Additional  Safeguards 

Take  the  following  steps  to  help  assure  that  insured  depository 
institutions'  a^iUates  do  not  become  a  source  of  weakness  to  the 
institutions: 

•      Maintain  the  Federal  Reserve  Board's  authority  to  prescribe 

consolidated  capital  standards  for  bank  holding  companies  whose 
subsidiary  insured  depository  institutions  constitute  their  principal 
business  (by  comprising  at  least  half  of  the  bank  holding 
companies'  total  assets). 

Consolidated  capital  standards  can  serve  as  a  measure  of  the 
health  of  the  overall  organization  ~  and  thus  reduce  the 
chances  thai  t^liales '  weakness  would  pose  unacceptable  ridis 
to  insured  depository  institutions.    But  applying  consolidated 
capital  standards  to  highly  diversified  financial  services 
organizations  may  not  be  appropriate  or  meaningfitl  (e.g. ,  in 
view  of  differences  in  prevailing  capital  levels  from  one 
industry  to  another).    Accordingly,  under  this  proposal,  such 
standards  would  remain  discretionary,  and  a  new  interagency 
coordinating  council  would  determine  under  which 
circumstances  such  standards  would  apply  lo  holding 
companies  that  have  less  than  half  of  their  assets  in  insured 
depository  institutions.    Note  that  insured  depository 
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instUutions  runv  typicalfy  account  for  most  of  the  assets  qf 
bank  holding  companies. 

The  Federal  Reserve  Board  would  continue  to  administer  the 
Bank  Holding  Company  Act  for  all  bank  holding  canpantes. 

Maintain  the  authority  of  insured  depository  institutions'  primary 
federal  regulators  to  verify  and  enforce  conq>liance  with  lestnctions 
on  the  institutions'  transactions  with  affiliates. 


•     Require  federal  regulators  to  coordinate  institutions'  examinations 
so  as  to  prevent  such  abuses  as  shell  games,  as  well  as  to  minimize 
overl;q>. 

This  would  ctmtplement  existing  law  rearing  regulators  to 
coordinate  examinations  so  as  to  reduce  regulatory  burden. 

Apply  i4>propriatc  firewall  restrictions.    Employ  a  combination  of  rules 
and  directives  to  regulators. 

•  Rules:  E.g.,  an  insured  depository  institution  may  not  generally 
extend  credit  to  its  securities  affiliate,  or  issue  guarantees  for  the 
purpose  of  enhancing  tbe  marketability  of  securities  being 
underwritten  by  the  securities  affiliate. 

•  Directives  to  regulators:    Deal  with  the  following  practices  not  by 
genera]  prohibitions  but  by  requiring  regulators  to  prescribe 
appropriate  regulations  designed  to  prevent  Che  practices  from 
causing  problems:    the  institution  and  securities  affiliate's  having 
officers  or  directors  in  commoni  and  extensions  of  credit  by  an 
insured  depository  institution  to  pay  princ^>al,  interest,  or  dividends 
on  securities  underwritten  by  3  securities  affiliate. 

Require  appropriate  disclosure  so  that  customers  do  not  confiise 
uninsured  products  with  insured  deposits.   Protect  confidential  customer 
information. 
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Apply  the  following  additional  safeguards  to  insured  depository 
institutions  controlled  by  companies  thai  are  not  subject  to  consolidated 
capital  standards: 

•  require  the  insured  depository  institutions  to  be  well-capitalized; 

•  require  any  institution  that  ceases  to  be  well-ci^>italized  to  submit 
an  acceptable  coital  restoration  plan  within  60  days,  and  pennit 
regulators  to  accept  the  plan  only  if  each  con^iany  that  controls  the 
institution  guarantees  the  institution's  compliance  with  the  plan;  and 

•  if  the  institution  fails  to  comply  with  the  above  requirement, 
require  orderly  divestiture  of  the  institution  within  one  year,  and 
authorize  regulators  to  require  earlier  divestiture  if  necessary  to 
keep  the  institution  safe  and  sound. 

The  reqidremens  of  a  capital  restoration  plan  and  parent 
company  guarantee  parallels  the  current  "prompt  corrective 
action'  statute  ■■  but  uses  well-capifalized  (rather  than 
adequaiefy  capitalized)  as  the  standard. 


As  described  above,  permit  companies  engaged  in  flnancial  activities  to 
afGliate  with  insured  depository  institutions,  just  as  insured  depository 
institutions  are  permitted  to  afRliate  with  such  companies. 

Allow  affiliates  of  insured  depository  institutions  to  hold  a  diversified 
portfolio  of  investments  in  nonfinancial  firms  made  in  the  course  of  the 
a^iliates'  merchant  banking  or  venture  capital  activities.    Limit  such 
investments  in  the  aggregate  to  an  appropriate  level  such  as  5  percent  of 
the  total  assets  of  the  insured  depository  institution  and  its  afSliates. 

Simplify  the  Bank  Holding  Company  Act  (e.g.,  to  streamline  the  current 
application  process,  and  avoid  applying  to  diversified  fmancial  services 
firms  detailed  rules  for  the  conduct  of  activities).    Rename  the  Act  the 
Financial  Services  Holding  Company  Act.    Likewise  redesignate  bank 
holding  companies  as  'financial  services  holding  companies." 
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VI.       Regulatory  Coordination 

A.  Functional  regulation 

•  Limit  banks'  cuirent  ewmption  from  SEC  broker/dealer  registration. 
Eliminate  banks'  exemption  from  investment  adviser  registration. 

•  Facilitate  appropriate  delegation  by  the  functional  regulator  to  the  lead 
regulator  for  the  entity,  in  the  interest  of  simplicity  and  economy  (e.g. , 
the  SEC  could,  at  its  discretion,  delegate  to  bank  regulators 
responsibility  for  overseeing  a  bank's  investment  advisory  activities  in 
accordance  with  SEC  niles), 

B.  Natioaal  Council  on  Financial  Services 

•  Establish  a  seven-member  National  Council  on  Financial  Services. 
consisting  of  the  following  officials  or  their  designees:  the  Secretary  of 
the  Treasury,  who  would  serve  as  Chair  of  the  Council;  the  Chair  of  the 
Federal  Reserve  Board,  who  would  serve  as  Vice  Chair  of  the  Council; 
the  Chair  of  the  Federal  Deposit  Insurance  Corporation;  the  Comptroller 
of  the  Currency;  the  Director  of  the  Office  of  Thrift  Supervision;  the 
Chair  of  the  Securities  aitd  Exchange  Commission;  and  the  Chair  of  the 
Commodity  Futures  Trading  Commission. 

The  Council,  modeled  m  a  similar  entity  in  S.  337  and  H.R.  814. 

is  an  inier-agency  policy  forum  -  not  a  hands-on  regulator.  And 
unlike  the  entity  in  those  bills,  the  Council  would  not  issue  binding 
rules  governing  agencies'  examination  and  supervision  of  financial 
institutions.    The  Council  would  not  have  a  sizeable  stt^  (tf  its  own. 

•  Authorize  the  Council  to: 

•  determine  what  activities  are  financial; 

•  determine  the  circumstances  under  which  consolidated  capital 
requirements  should  apply  to  financial  services  holding  companies 
whose  subsidiary  insured  depository  institutions  account  for  less 
than  half  of  those  companies'  total  assets;  and 
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•     provide  a  fonini  for  regulators  to  improve  coordination  on  financial 
modernization  issues. 

In  weighing  wheSheT  consolidattd  capital  standards  should 
apply,  the  Council  should  take  account  (^^fferences  among 
financial  services  holding  companies,  such  as  ihe  pn^ortUm  C^ 
the  compames '  total  assets  in  insured  depository  institutions. 

Vn.     Municipal  Securities  in  Bank 

•      Permit  well-capitalized,  well-managed  national  banks  to  undeiwrile  and 
deal  directly  in  municipal  revenue  bonds. 

National  banks  have  long  had  authority  to  underwrite  and  deal 
directly  in  general-obligation  municipal  bonds.    The  proposal  would 
give  well-capitalized,  well-managed  national  banks  similar  authority 
to  underwrite  and  deal  in  municipal  revenue  btmds  •■  a  type  <tf 
security  that  has  become  increasingly  importemt  to  local 
governments  over  the  past  several  decades. 
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H.R.  1062,  THE  FINANCIAL  SERVICES 

COMPETITIVENESS  ACT  OF  1995. 

GLASS-STEAGALL  REFORM, 

AND  RELATED  ISSUES  (REVISED  HJEt  18) 


TUESDAY,  MARCH  1,  1998 

Hou^  OF  Representatives, 
Committee  on  Banking  and  Financial  Services, 

Washinston,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:08  a.m.,  in  room 
2128,  Raybum  House  Cmice  Building,  Hon.  James  A.  Leach  [chair- 
man of  the  committee]  presiding. 

Present:  Chairman  Leach,  Representatives  Roukema,  Bereuter, 
Baker,  Lazio,  Royce,  Barr,  Chrysler,  Heineman,  Kelly,  LaFalce, 
Vento,  Roybal-Allard,  Velazquez,  Wynn  and  Bentsen. 

Chairman  LEACH.  The  committee  will  come  to  order  to  continue 
our  hearings  on  reform  of  the  Glass-Steagall  Act.  We  have  two  dis- 
tinguished panels  of  witnesses.  We've  given  a  precise  time  for  the 
second  panel,  so  there  will  not  be  a  circumstance  where  people  are 
waiting  for  the  first  panel  to  finish. 

Our  first  panel  is  composed  of  Mr.  Richard  Roberts,  who  is  execu- 
tive vice  president  and  treasurer  of  Wachovia  Corporation.  Then  we 
have  Mr.  Richard  Mount,  who  is  president  of  the  Saratoga  National 
Bank;  Mr.  Weller  Meyer,  who  is  president  and  CEO  of  Acacia  Fed- 
eral Savings  Bank;  Mr.  Allen  Croessmann,  of  the  Bank  of  Boston; 
and  Mr.  Robert  Freeman,  yes.  I  apologize.  I  went  over  your  name. 

We  begin  with  Mr.  Roberts. 

STATEMENT  OF  RICHARD  B.  ROBERTS,  EXECUTIVE  VICE 
PRESIDENT  AND  TREASURER,  WACHOVIA  CORPORATION 

Mr,  Roberts.  Thank  you,  Mr,  Chairman,  for  inviting  me  to  par- 
ticipate in  this  important  series  of  hearings  on  Glass-Steagall  re- 
form. I  commend  you  and  your  leadership  for  introducing  H.R 
1062  earlv  in  this  Congress,  giving  us  an  opportunity  to  finally 
enact  banking  reform  legislation. 

Basically,  my  message  this  morning  is  very  simple;  the  legal  and 
regulatory  structure  of  our  financial  system  must  be  modernized. 
Over  the  past  decade,  our  financial  markets  have  been  transformed 
by  a  tidal  wave  of  technological  advances.  In  the  next  decade,  the 
pace  of  change  is  likely  to  accelerate. 

When  marxets  change  and  the  regulatory  structure  does  not,  dis- 
tortions develop.  The  regulatory  structure  itself,  not  the  competi- 
tive market,  determines  which  firms  can  supply  which  products. 
This  is  not  a  healthy  situation  for  financial  service  providers,  or  for 
<l) 
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the  customers  they  serve.  We  must  work  together  to  create  a  finan- 
cial framework  that  accomplishes  the  following  goals:  First,  it  must 
allow  banks  and  banking  organizations  to  offer  more  products  and 
services  and  promote  free  and  fair  competition  among  different 
sizes  and  types  of  firms;  second,  it  must  be  flexible  enou^  to  ad- 
just to  changing  consumer  demands,  market  conditions  and  tech- 
nology; thiroT  it  must  provide  adequate  protections  to  insure  safety 
and  soundness  without  ad(Une  unnecessary  costs;  and  fourth,  it 
must  provide  consistent  regulation  by  function,  treating  all  fi- 
nancial service  providers  equally,  regardless  of  organizational 
structure. 

The  ABA  on  behalf  of  banks  across  the  country  has  long  sup- 
ported Glass-Steagall  reform.  But  this  is  not  just  a  banking  issue; 
reform  of  Glass-Steagall  will  bring  substantial  economic  benefits  to 
a  very  wide  range  of  bank  customers. 

I  particularly  commend  allowing  banks  to  underwrite  municipal 
revenue  bonds,  as  H.R  1062  proposes.  It  is  a  very  good  example 
of  the  substantial  economic  benefits  that  will  occur  as  a  result  of 
banking  reform.  Increased  competition  in  municipal  markets  will 
reduce  cost  and  offer  small  municipalities  an  important  financing 
option.  Local  banks  already  provide  a  wide  range  of  financial  serv- 
ices to  their  communities,  including  underwriting  general  obliga- 
tion bonds.  Bankers  have  the  knowledge  and  expertise  to  under- 
write revenue  bonds. 

Allowing  banking  organizations  to  underwrite  corporate  debt  and 
equities  will  provide  similar  benefits  to  businesses.  More  under- 
writers mean  more  competition.  More  competition  means  more 
choices  and  lower  prices. 

Small-  and  mid-sized  businesses,  especially  those  located  outside 
of  metropolitan  areas,  will  also  benefit.  These  businesses  probably 
do  not  have  a  relationship  with  Wall  Street,  but  they  do  have  a  re- 
lationship with  their  local  bank.  Banking  institutions  can  give 
small-  and  mid-sized  businesses  access  to  capitel  markets,  increase 
their  financing  options  and  lower  their  cost  of  funds. 

In  a  nutshell,  Mr.  Chairman,  there  is  no  doubt  reform  of  Glass- 
Steagall  will  improve  the  efficiency  of  financial  markets.  There  is 
also  no  doubt  that  reform  of  Glass-Steagall  can  be  accomplished 
without  endangering  the  safety  and  soundness  of  our  financial  sys- 
tem, or  the  deposit  insurance  nind. 

Banks  have  been  involved  in  security  activities  for  many  years, 
and  there's  no  evidence  that  these  activities  have  raised  risk  pro- 
files. In  fact,  the  opposite  is  more  likely.  Diversification  of  activities 
typically  lowers  an  institution's  risk. 

Extensive  regulations  te  protect  against  potential  problems  al- 
ready exist.  Since  the  passage  of  G1ass-Ste£iga11,  a  highly  sophisti- 
cated regulatory  regime  has  been  developed  for  governing  the  ac- 
tivities of  banks,  bank  holding  companies  and  security  firms,  in- 
cluding Section  23A  and  23B  of  the  Federal  Reserve  Act,  Section 
106(b)  of  the  Bank  Holding  Company  Act  amendments  of  1970  and 
extensive  prudential  regulations  imposed  on  both  banks  and  secu- 
rity firms. 

It  is  time  to  take  constructive  action  to  bring  our  financial  sys- 
tem up  to  date.  What  we  think  of  as  traditional  oanking  is  steadily 
losing  market  share.  Banking  organization  stocks  continue  to  sell 
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at  low  relative  price-to-eaming  ratios  as  compared  to  the  S&P  500, 
dfNBjpite  the  industry's  record  earnings. 

liie  fact  is,  the  market  perceives  bfuiking  as  an  industry  tied  in 
knots  Iw  its  legal  and  re^atoiy  structure,  an  industry  that  is  un- 
able to  he  full  and  effective  competitors.  In  the  long  run,  an  indus- 
try unahle  to  compete  because  of  out-of-date  laws  cannot  be  strong 
or  sound. 

Let  me  add  one  final  thought.  Imposing  excessive  firewalls  on 
banldn^  organizations  can  undermine  the  ver^  purpose  of  mod- 
ernization. Many  companies,  including  some  of  the  largest  in  the 
country,  already  offer  virtually  all  financial  services,  including  the 
traditional  banking  services,  basically  without  the  firewalls,  liiese 
are  the  companies  that  I  compete  with  day  in  and  day  out 

I  commend  you,  Mr.  Chairman,  for  your  leadership  on  this  issue. 
I  look  forward  to  working  with  you  and  the  members  of  the  com- 
mittee to  design  a  financial  framework  based  on  the  realities  of  to- 
day's marketplace,  and  will  be  glad  to  answer  any  questions  you 
may  have. 

"niankyou. 

[The  prepared  statement  of  Mr.  Richard  Roberts  can  be  found  in 
the  appendix,] 

Chairman  Leach.  Thank  you,  Mr.  Roberts.  You  read  an  abbre- 
viation of  your  full  testimony,  which  will  be  put  in  the  record.  I  ask 
unanimous  consent  that  all  full  statements  be  put  in  the  record. 

rd  now  like  to  turn  to  Mr.  Mount,  who  is  president  of  the  Sara- 
toga National  Bank. 

Mr.  Mount. 

STATEMENT  OF  RICHARD  L.  MOUNT,  PRESIDENT,  INDEPEND- 
ENT BANKERS  ASSOCIATION  OF  AMERICA,  AND  PRESIDENT. 
SARATOGA  NATIONAL  BANK 

Mr.  Mount.  Good  morning,  Mr,  Chairman.  My  name  is  Richard 
Mount.  I  am  president  and  CEO  of  Saratoga  National  Bank,  an  $85 
million  community  bank,  located  in  Saratoga,  California.  I'm  also 
president  of  the  Independent  Bankers  AssociaUon  of  America. 

The  IBAA  is  the  only  national  trade  association  that  exclusively 
represents  the  interests  of  the  Nation's  community  banks.  We  ap- 
preciate this  opportunity  to  testify  on  the  issues  of  the  Glass- 
Steagall  Act,  and  Bank  Holding  Company  Act  Reform  proposals. 
Both  of  these  acts  have  been  cornerstones  in  maintaining  the  safe- 
ty and  soundness  of  our  banking  system,  prohibiting  undue  finan- 
cial concentration  and  protecting  the  integrity  of  the  deposit  insur- 
ance fiind. 

These  legislative  foundations  helped  create  a  remarkably  diverse 
financial  services  industi^,  which  in  turn  supports  tiie  strongest, 
small  business  structure  in  the  world.  When  you  legislate  changes, 
you  must  be  convinced  that  they  are  for  uie  betterment  of  all 
America  and  all  Americans,  and  not  just  for  the  betterment  of  Wall 
Street,  and  for  those  few  banks  that  wish  to  compete  on  a  global 
basis. 

Our  main  caution  with  regard  to  Glass-Steagall  Act  reform  would 
be,  please  do  it  right  and  know  what  we  are  doing.  Otherwise,  fu- 
ture Congresses  will  have  to  deal  with  the  mess  we  created.  The 
iJeach  bill  comes  the  closest  to  meeting  this  test. 
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Just  a  little  background  about  Gla&s-Steagall.  The  Glass-Steagall 
Act  was  enacted  as  part  of  the  Banking  Act  of  1933.  It  is  part  of 
the  protections  that  we  put  into  place  to  prevent  a  recurrence  o( 
the  systemic  collapse  of  the  banking  system. 

As  my  written  testimony  makes  clear,  the  purpose  of  Glass- 
Steagall  was  to  limit  the  securities  activities  of  banks  because  of 
the  various  hazards  connected  with  mixing  investment  and  com- 
mercial banking. 

The  Bank  Holding  Company  Act  prohibits  the  mixing  of  banking 
and  commerce.  The  restrictions  were  enacted  because  Congress  felt 
that  otherwise  there  would  be  consolidation  in  the  industry  that 
would  lead  to  monopolization  and  huge  banking  and  industrial 
complexes  which  would  be  created  if  bars  were  not  put  into  place. 

These  issues  have  not  changed  over  the  years.  I  would  lute  at 
this  time  to  add  to  the  record  an  article  by  Alan  Sloane  that  ap- 
peared in  today's  Washington  Post  that  underscores  this  point: 
"There  is  still  the  potential  for  conflicts  of  interest  when  banking 
and  nonbanking  Brms  aftiliate.  Massive  industry  consolidation  will 
lead  to  unmanageable  systemic  risk," 

Former  FDIC  Chairman  William  Seidman  testified  before  the 
Senate  Banking  Committee  that  nonbank  bank  loopholes  which 
breach  the  wallbetween  banking  and  commerce  are  highly  inequi- 
table and  detrimental.  Allowed  to  grow,  nonbank  banks  can  weak- 
en the  real  banks  by  competing  in  an  unfair  contest  within  the 
marketplace.  Breaching  the  banking  and  commerce  wall,  also  un- 
dermines bank  supervision.  This  was  made  clear  in  Federal  Re- 
serve Chairman  Alan  Greenspan's  testimony  before  the  committee 
last  week. 

There  are  three  proposals  on  the  table  at  the  present  time.  In 
summary,  they  would  amend  the  Glass-Stea^ll  Act  and  the  Bank 
Holding  Company  Act  in  the  following  ways:  The  broadest  and  pos- 
sibly the  most  dangerous  proposal  is  the  one  put  forth  by  Congress- 
man Baker,  and  we  strongly  oppose  this  approach. 

This  proposed  legal  structure  would  permit  a  holding  company  to 
own  Ford  Motors,  Prudential  Insurance,  Merrill  Lynch  and  Chase 
Manhattan  Bank.  Breaching  the  banking  and  commerce  law  in  this 
manner,  will  allow  for  the  possibility  ofa  systemic  risk  that  could 
prove  to  be  fatal  to  our  financial  system. 

Insurance  underwriting  brings  with  it  some  very  large  risks.  In- 
surance companies  are  direct  mvestors  and  developers  of  real  es- 
tate, and  they  invest  in  many  other  types  of  assets,  including  de- 
rivatives. Yet,  insurance  companies  are  not  federally  regulated. 

This  committee  should  be  most  careful  indeed  about  putting  hap- 
hazardly regulated  flnancial  entities  together  in  a  common  struc- 
ture, particularly  in  light  of  the  concerns  Chairman  Greenspan  has 
raised  about  the  firewalls. 

Additionally,  functional  regulation  is  no  substitute  for  having  a 
regulator  supervise  the  entire  entity.  Such  supervision  gives  one 
regulator  an  overall  picture  of  the  financial  condition  of  the  entity, 
and  allows  for  early  action  with  regard  to  the  entire  holding  com- 
panv  if  problems  begin  to  arise. 

The  Administration's  proposal  would  allow  the  affiliation  of 
commercial  banks,  investment  banks  and  any  other  financial 
company,  including  insurance  underwriters.  These  entities  could  be 
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affiliated  either  in  a  holding  company  structure  or  as  a  parent- 
subarrangement  with  the  bank  as  the  parent. 

This  proposal  causes  us  great  concern  and  we  strongly  oppose  it 
First  it  allows  an  insurance  underwriter  to  be  affinated  with  a 
ban^,  an  issue  which  I  have  already  discussed.  Second,  the  ability 
of  the  bank  to  hold  securities  £ind  insurance  affiliates  as  a  subsidi- 
ary is  also  fraught  with  danger.  The  closer  together  these  compa- 
nies are,  the  more  they  will  oe  identified  by  l^e  public  aa  a  com- 
mon entity.  Third,  the  cross-marketing  and  joint-marketing  of 
services  raises  the  likely  prospect  of  customers'  confusion  over 
whether  a  product  is  insured  by  the  PDIC  or  not  insured. 

FinaJly,  the  integration  of  services  gives  large,  integrated  compa- 
nies an  unfair  competitive  advantage  over  independent  banks.  The 
simple  fact  is  that  the  small  banks  do  not  have  the  resources  to  be 
players  in  this  market,  and  thus,  they  are  effectively  frozen  out  of 
the  int^rated  market. 

Chairman  Leach's  bill  would  allow  the  affiliation  of  commercial 
banking  and  investment  banking  under  a  bank  holding  company 
that  is  regulated  by  the  Federal  Reserve  Board.  The  bill  would  also 
amend  the  Bank  Holding  Company  Act  and  allow  bank  holding 
companies  to  own  companies  that  are  financial  in  nature,  except 
for  insurance  underwriters. 

The  bill  contains  firewalls  substantially  in  excess  of  those  in  Con- 
gressman Baker's  bill.  However,  in  our  view,  the  question  is  still 
open  as  to  whether  tJie  protections  are  sufficient. 

The  IBAA  is  currently  studying  this  issue  to  determine  the  most 

{trobable  manner  that  banking  and  Main  Street  America  will  be  af- 
ected  by  H.R.  1062.  We  recognize  the  financial  services  industry 
has  changed  significantly  over  the  last  2  decades,  both  nationally 
and  internationally.  We  also  recognize  that  large  banking  compa- 
nies compete  in  mfferent  markets  than  community  banks,  there- 
fore, they  may  need  to  exercise  powers  that  they  do  not  now  pos- 
sess in  order  to  compete  in  those  markets. 

However,  granting  large  banks  powers  cannot  be  at  Mie  expense 
of  the  community  banks  Eind  the  communities  and  small  businesses 
that  they  serve  so  well. 

These  issues  need  to  be  fully  examined  in  the  debate  over  the  re- 
form of  Glass-Steagall.  Although  H.R.  1062  certainly  goes  down  the 
road  to  protecting  these  important  interests,  more  evidence  is  nec- 
essary to  determine  if  in  fact  it  gets  there. 

In  1987,  the  Competitive  Equality  Banking  Act  closed  the 
nonbank  bank  loophole  to  the  Bank  Holding  Company  Act  The 
loophole  exempted  Danks  that  did  not  make  commercial  loans  from 
the  requirements  of  the  Bank  Holding  Company  Act,  thus  allowing 
the  mixing  of  banking  and  commerce,  and  imposed  restrictions  on 
the  grandfathered  companies,  including  the  limiting  of  their  asset 
grovrth. 

The  reason  for  limiting  nonbank  banks  in  1987  has  not  changed. 
Under  current  law,  unitary  thrift  holding  companies  are  not  pro- 
hibited from  affiliating  with  commercial  firms.  This  has  allowed 
thrifts  to  affiliate  with  industrial  and  other  types  of  companies  in 
violation  of  prudent,  safe  and  sound  principles.  The  risks  of  merg- 
ing banking  and  commerce  are  just  as  applicable  today  as  Ui^ 
were  years  ago. 
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In  conclusion,  the  Glass-Steagall  and  the  Bank  Holding  Company 
Acts  have  provided  significant  protections  to  our  bankmg  system 
and  to  competitive  equality  in  this  country.  This  has  given  the 
United  States  an  economic  and  financial  system  which  is  the  envy 
of  the  world.  Efforts  to  make  major  changes  in  the  system  should 
be  undertaken  only  after  long  and  careful  deliberation. 

Additionally,  changes  should  be  made  on  an  incremental  basis. 
No  one  can  predict  with  certainty  what  the  outcome  of  flie  pro- 

Eosed  changes  will  be.  If  we  take  too  great  a  leap,  we  may  find  we 
ave  fallen  off  the  precipice. 

Change  can  destroy  as  well  as  build.  We  are  still  witnessing  the 
ongoing  destruction  of  the  savings  and  loan  industry — a  process 
that  was  hastened  by  public  policy  decisions. 

Mr.  Chairman,  I  wish  to  ttiank  you  and  your  committee  for  the 
opportunity  to  present  the  views  of  the  IBAA  on  this  most  impor- 
tant subject. 

[The  prepared  statement  of  Mr.  Richard  Mount  can  be  found  in 
the  appendbc.] 

Chairman  Leiach.  I  tiiank  you,  Mr.  Mount 

Well  now  turn  to  Mr.  Robert  Freeman,  who  is  chairman  and 
CEO  of  Signet  Banking  Corporation. 

Mr.  Freeman. 

STATEMENT  OP  ROBERT  M.  FREEMAN.  PRESIDENT,  THE 
BANKERS  ROUNDTABLE,  AND  CHAIRMAN  AND  CEO,  SIGNET 
BANKING  CORP. 

Mr.  Freeman.  Thank  you.  Mr.  Chairman,  members  of  the  com- 
mittee, I  am  Robert  M.  FVeeman,  chairman  and  chief  executive  offi- 
cer of  Signet  Banking  Corporation  in  Richmond,  Virginia.  It's  a  $10 
billion  diversified  banking  firm.  I'm  here  today  to  represent  The 
Bankers  Roundtable  and  to  address  the  important  issue  of  mod- 
ernizing the  United  States  banking  law. 

I'm  privileged  to  serve  this  year  as  president  of  the  Roundtable, 
the  membership  of  which  is  open  to  the  largest  125  banks  in  Uie 
country,  representing  organizations  from  about  $2  bilhon  to  about 
$200  billion  in  size.  It  also  represents  about  70  percent  of  the  bank- 
ing assets  in  the  United  States. 

The  Roundtable  appreciates  your  efforts,  Mr.  Chairman,  to  focus 
on  legislation  that  would  modernize  the  nation's  banking  law  by 
the  early  introduction  of  the  Financial  Services  Competitive  Act  a 
1995,  H.R.  18  and  H.R.  1062.  We  appreciate  your  long-standing 
commitment  and  that  of  the  committee  to  making  needed  reforms, 
and  we're  particularly  grateful  for  the  advances  made  last  year  in 
interstate  branching  and  regulatory  burden  relief. 

The  Roundtable's  view  of  financial  services  reform  is  summarized 
in  our  products  and  services  policy  statement  attached  to  my  state* 
ment.  In  our  view,  significant  changes  are  needed  to  keep  our  fi- 
nancial system  healthy,  stable  and  capable  of  meeting  user  neeis 
well  into  the  future. 

The  Bankers  Roundtable  believes  that  the  public  will  be  best 
served  by  laws  that  allow  the  banking  system  to  meet  the  needs     i 
of  consumers,  businesses  and  governments  efficiently,  conveniently 
and  economically.  Banks  continue  to  play  a  fundamental  role  in  our 
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Nation's  economy  and  the  franchise  should  be  preserved  and 
strengthened. 

As  we  work  to  make  our  banking  and  financial  system  stronger, 
the  Roundtable  believes  that  a  number  of  principles  are  key  to  leg- 
islation. Foremost  is  safety  and  soundness;  second,  improving  the 
delivery  of  financial  products  and  services  to  users;  third,  enhanc- 
ing competition  in  the  financial  services  marketplace;  fourth,  creat- 
ing a  clear  legal  framework  on  which  providers  and  users  of  finan- 
cial products  and  services  may  rely;  five,  enhancing  flexibility  in 
management  decisionmaking;  six,  encouraging  product  innovation 
and  flexible  corporate  structures  to  provide  financial  products  and 
services  that  meet  customer  needs;  seventh,  developing  an  incen- 
tive based  regulatory  system  that  supports  prudent  operations  l^ 
institutions  and  permits  the  best  equipped  firms  to  meet  user 
needs;  and  eighth,  continuing  the  integration  into  the  banking  sys- 
tem of  technological  developments  that  improve  the  ability  to  cre- 
ate and  deliver  financial,  payment-related  and  information  services 
to  customers. 

We're  also  cognizant  that  achieving  needed  reforms  with  these 
criteria  in  mina  may  take  time  and  require  incremental  but  posi- 
tive solutions. 

Consistent  with  our  recommendations,  The  Bankers  Roundtable 
supports  H.R.  1062  as  a  strong  statement  of  needed  reform,  liie 
Roundtable  supports  the  efforts  you're  undertaking  and  is  commit- 
ted to  work  with  you  in  developing  the  concept  to  its  fullest. 

The  Bankers  Roundtable  has  an  important  caveat,  however,  that 
needs  to  be  emphasized  here.  We  cannot  support  any  le^slation 
which  takes  away  from  the  products  and  service  authority  that 
banks  already  have.  Banks  should  not  be  asked  to  retreat  from  the 
position  they  occupy  today.  Federal  policy  should  enhance  the  fim- 
aamental  bank  fi*anchise,  such  as  by  autnorizing  revenue  bond  un- 
derwriting as  envisioned  in  H.R  1062. 

The  Roundtable  cannot  support  legislation  that  would  undermine 
the  activities  in  which  banks  engage  today  or  legislation  that  pre- 
vents banks  from  meeting  user  needs  in  the  financial  marketplace 
of  the  future.  Extraneous  amendments  limiting  bank  products  and 
services  must  be  rejected. 

One  of  the  most  important  influences  on  the  ability  to  deliver  fi- 
nancial products  and  services  today  is  new  technological  develop- 
ment New  technology  has  permitted  traditional  lines  of  businesses 
such  as  mortage  lending  to  be  accomplished  more  rapidly  and  con- 
veniently; and  also  permitted  new  lines  of  business  such  as  credit, 
debit  and  "smart"  cards  to  provide  significant  benefits  to  consumers 
and  governments. 

Technology  is  altering  the  products.  It's  altering  their  delivery 
and  those  seeking  to  provide  them.  Soon  we  may  be  just  as  likely 
to  meet  our  customers  across  an  electronic  network  as  in  a  bank 
lobl^  or  across  a  boardroom  table.  As  a  result,  banks  sa^  seeking 
to  enhance  their  capabilities  for  delivering  financial  payment  and 
related  information  services  to  users  in  new  and  innovative  ways. 

We,  for  example,  at  Signet  have  installed  a  computer  based  sys- 
tem to  provide  students  with  information  about  loans  and  grants 
that  can  be  accessed  through  the  Internet  ^stem.  I  think  that's 
only  beginning,  not  just  for  us,  but  for  many,  many  others. 


DigiiizedbyV-jOOy  IC 


At  the  same  time,  nonbanking  companies,  including  tele- 
communication, data  processing  and  software  firms,  also  are  seek- 
ing to  establish  and  expand  their  networks  for  delivering  financial 
payment  and  related  information  services. 

We  ui^  sped^  attention  be  paid  to  the  impact  that  proposed 
l^slation  deregulating  the  Nation's  telecommunicatdons  systems 
would  have  on  the  ability  of  beinks  to  remain  competitive.  At  the 
same  time,  I  think  Congress  should  assure  that  banks  may  con- 
tinue to  take  advantage  of  new  technologies  in  offering  financial 
payment  and  information  related  services  directly  to  customers,  or 
by  affiliating  with  firms  that  are  engaged  in  those  lines  of  business. 

As  noted  earlier,  H.R.  1062  is  a  significant  step  forward  in  mod- 
ernizing the  banking  and  financial  system.  Basea  on  our  initial  re- 
view, I  want  to  highlight  items  of  significance  to  the  Roundtable: 
Revenue  Bonds.  The  legislation  provides  a  step  forward  by  adding 
revenue  bond  underwriting  to  bank  product  lines,  thou^  with  a 
limitation  based  on  geography. 

Banks  have  traditionally  underwritten  general  ohlieation  securi- 
ties of  State  and  local  government.  The  ability  to  underwrite  reve- 
nue bonds  is  desirable,  it  enhances  the  banking  franchise  and  fits 
with  lon^-standing  banking  experience  and  services  for  their 
communities. 

Structures  for  affiliation.  The  Roundtable  ui^s  that  various 
structures  for  affiliation  be  available.  The  Roundtable  considers 
holding;  companies  to  be  a  useful  model.  We  also  believe  that  bank 
operating  subsidiaries,  properly  structured,  may  offer  safe  vehicles 
forproviding  services. 

Corporate  managers,  based  on  capital  and  management  strength 
should  be  able  to  adopt  structures  that  meet  user  needs  and  de- 
mands. Regulators  currently  have  ample  authority  to  manage  these 
structures. 

Regulation  of  new  products  and  streamlined  procedures.  Regula- 
tion should  turn  more  to  supervision  and  away  fi'om  micro- 
management.  Institutions  with  strong  capital  positions  and  able 
management  should  see  less  regulation  and  greater  fi-eedom  to  in- 
novate products  and  methods  for  their  delivery. 

H.R.  1062  contains  several  important  provisions  moving  in  that 
direction  of  incentive-based  regulation.  Two  in  particular,  whidi 
we've  long  advocated,  move  in  that  direction.  The  first  is,  the  bill 
would  revise  Section  4(c)(8)  of  the  Bank  Holding  Company  Act, 
which  governs  Federal  Reserve  Board  consideration  of  nonbeuiking 
financial  activities. 

This  bill  would  replace  the  traditionally  "closely  related"  to  bank- 
ing test  with  a  new  financial-in-nature  rule  that  would  permit 
more  flexible  action  by  the  Board  to  approve  products  and  services 
as  the  financial  marketplace  evolves. 

Second,  the  legislation  would  modify  the  current  application 
process  for  nonbanking  activities  by  providing  a  notice  procedure 
for  most  activities  and  streamlining  the  process  to  permit  expedited 
action.  H.R  1062  goes  a  long  way  toward  placing  banking  organi- 
zations on  a  more  equal  footing  with  nonbanking  competitors.  The 
benefit  of  these  changes  really  can't  be  overstated. 

Cross  marketing.  A-key  benefit  of  afiiliation  should  be  consumer 
benefits.  This  depends  on  the  ability  to  cross  market  and  package 
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products  and  services.  The  value  to  users  is  to  6nd  products 
packaged  the  wajr  they  desire  and  available  when  and  where  they 
desire,  while  institutions  maintain  their  safety  and  soundness  and 
without  any  competitive  practices. 

In  the  current  overlay  of  antitrust  and  banking  laws,  tying  and 
disclosure  rules  proviae  consumer  protections  while  permitting 
packaging  of  products  to  suit  user  needs.  We  are  pleased  tiiat  H.R 
1062  supports  cross  marketing  with  safeguards. 

The  Roundtable  believes  that  the  committee  should  modernize 
the  law  with  the  knowledge  that  a  full  panoply  of  safeguards  is  al- 
ready in  place.  These  safeguards  protect  the  deposit  insurance  cor- 
poration, the  deposit  insurance  system  and  the  consumer.  Any  new, 
proposed  restraints  must  meet  the  test  of  adding  to  safety  and 
soundness  and  not  duplicating  current  rules. 

Safeguards  should  not  serve  only  to  dampen  competition — imd 
Tve  attached  a  memorandum  to  my  statement  that  hi^lights  the 
many  safefy  and  soundness  protections  for  banks,  taxpayers  and 
deposit  insurance  that  already  exist.  The  Roundtable  will  be  con- 
tinuing to  analyze  H.R  1062  and  would  appreciate  the  opportunity 
to  communicate  with  the  committee  regarding  this  safeguard  issue. 

In  conclusion.  The  Bankers  Roundtable  supports  the  efTorts  un- 
derway in  this  committee  to  change  and  modernize  U.S.  banking 
laws.  You  have  initiated  a  process  that  ultimately  will  benefit  the 
entire  financial  services  system,  and  most  importantly,  the  users  of 
products  and  services.  We  look  forward  to  assisting  the  committee 
in  developing  a  solid  plan  for  action  that  works  in  practice,  is  bene- 
ficial to  the  public  and  is  achievable. 

Thank  you  for  the  opportunity  to  testify,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Robert  Freeman  can  be  found  in 
the  appendix.] 

Chairman  Leacm.  Thank  you,  Mr.  Freeman.  Our  next  speaker 
will  be  Mr.  Weller  Meyer,  president  and  CEO  of  Acacia  Federal 
Saving  Bank. 

Mr.  M^er. 

STATEMENT  OF  WELLER  MEYER,  PRESIDENT  AND  CEO,  ACA- 
CIA FEDERAL  SAVINGS  BANK,  ON  BEHALF  OF  AMERICA'S 
COMMUNITY  BANKERS 

Mr.  SteYER.  Mr.  Chairmim  and  members  of  the  committee,  my 
name  is  Weller  Meyer.  I  am  president  and  CEO  of  Acacia  Federal 
Savings  Bank,  which  is  located  in  Falls  Church,  Virginia. 

Acada  Federal  has  approximately  $400  million  in  assets  and  em- 

Eloys  48  people.  Acacia  Federal's  parent  company,  Acacia  Mutual 
ife  Insurance,  was  chartered  by  a  special  act  of  Congress  in  1869. 
Through  the  past  125  years,  Acacia  Mutual  has  enjoyed  a  well- 
earned  reputation  for  flnfincial  strength  and  stability,  prudent  in- 
vestment practices  and  leadership  in  the  insurance  industry. 

Today  I  am  representing  America's  Community  Bankers,  the  na- 
tional trade  association  for  2,000  savings  find  community  financial 
institutions  and  related  business  firms.  ACB  strongly  supports  fi- 
nancial modernization  efforts.  We  believe  that  each  firm  should  be 
able  to  decide  for  itself,  within  the  bounds  of  safety  and  soundness, 
the  business  strategy  and  corporate  structure  that  will  best  allow 
it  to  compete. 
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This  is  why  we  vigorously  oppose  the  attempt  in  H.R.  1062  to 
sharply  limit  the  long-standing,  unitary  holding  company  option 
now  available  to  savings  institutions.  This  is  dramatically  opposed 
to  the  overall  thrust  of  the  bill,  which  is  to  add  competitive  oppor- 
tunities. 

We  ui^e  Uiis  committee  to  completely  remove  the  limitation  on 
unitary  holding  companies.  Earlier  this  year,  ACB  formed  the  De- 
fend Unitary  Activities  Coalition  to  fight  the  repeal  of  unitary  hold- 
ing company  option  in  H.R  18.  This  is  why  we  oppose  tiie  repeat. 

One,  it  would  have  seriously  disrupted  existing  consumer  and 
business  relationships  and  caused  serious  economic  losses;  two, 
there's  no  public  policy  justification  for  repeal  because  existing  law 
fiilly  protects  consumers  and  the  FDIC;  and  three,  the  looming 
BIF/SAIF  premium  disparity  means  that  SAIF-insured  institutions 
may  soon  be  paying  much  higher  deposit  insurance  premiums  than 
other  institutions.  Repeal  would  deny  savings  institutions  access  to 
an  important  source  of  new  capital  and  earnings. 

The  grandfather  proposal  in  H.R.  1062  is  an  unacceptable  alter- 
native oecause;  one,  two-thirds  of  the  industry  have  not  formed 
unitary  holding  companies  and  would  lose  £in  important  business 
option  and  part  of  their  franchise  value;  two,  even  grandfathered 
institutions  would  be  hurt  because  an  institution  would  lose  its 
grandfathered  status  if  it  were  sold  to  another  firm;  and  three,  the 
limited  grandfather  clause  implies  there's  something  wrong  with 
the  activities  we  are  pursuing.  Nothing  could  be  fiiraier  from  the 
facts. 

Our  coalition  includes  institutions  of  all  sizes  from  communities 
throughout  the  country.  Major  institutions  are  represented  along 
with  smaller  companies  located  in  states  such  as  Iowa,  New  Jersey, 
Minnesota  and  Pennsylvania.  Very  concerned  members  are  located 
in  Hattiesburg,  Mississippi,  and  Travelers  Rest,  South  Carolina. 
The  Coalition's  letters  to  Congress  are  attached  to  m^  testimony. 

Savings  institutions  have  affiliated  with  nonfinancial  firms  for 
decades.  Our  limited  commercial  lending  powers  provide  ample  jus- 
tification for  this  approach.  Congress  has  maintained  the  separa- 
tion of  banking  and  commerce,  but  has  not  limited  to  combination 
of  savings  institutions  and  diverse  firms. 

Last  week's  testimony  by  acting  GTS  Director,  Jonathan  Fiechter 
before  this  committee  provided  an  excellent  account  of  the  I^sla- 
tive  history.  Unitary  holding  companies  provide  consumers  conven- 
ient and  competitive  service  and  can  offer  one-stop-shopping  ihai 
is  particularly  valuable  to  increasingly  busy  customers. 

Acacia  Federal's  banking  products  and  services  are  easily  avail- 
able to  the  customers  of  our  afiiliates.  By  the  same  token.  Acacia 
Federal  customers  can  also  obtain  services  from  the  holding  com- 

Eany.  The  grandfather  provision  in  H.R.  1062  would  deny  these 
enefits  to  additional  consumers  throughout  the  country. 
The  OTS  closely  regulates  and  supervises  the  relationship  be- 
tween Acacia  Federal  and  its  affiliates.  The  OTS  reports  that  no 
systemic  problems  have  resulted  from  the  combination  of  savings 
institutions  and  diversified  firms.  In  fact,  diversified  companies 
have  infused  billions  of  dollars  of  capital  into  savings  institutions 
and  continue  to  do  so. 
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In  our  case,  our  parent  company  infused  an  initial  $3  million  of 
the  capital  and  has  continued  to  infuse  capital  to  enable  us  to 
grow,  adding  a  total  of  over  $15  million,  liiis  support  helps  us 
maintain  our  strong  commitment  to  the  citizens  of  Noiihem 
Virginia. 

Limiting  the  unitary  holding  company  option  would  put  substan* 
tial  economic  pressure  on  SAIF-insured  members  of  the  industiy, 
at  the  same  time  it  is  facing  a  dangerous  premium  disparity.  I 
know  that  the  BIF/SAIF  issue  is  not  the  subject  of  today's  hearing 
and  we  look  forward  to  presenting  detailed  testimony  later  this 
month. 

However,  now  is  not  the  time  to  undermine  our  industiys  ability 
to  attract  new  capital  by  limiting  its  competitive  options.  Sharply 
limiting  the  unitary  option,  as  H.R.  1062  proposes,  flies  in  the  face 
of  the  current  effort  to  modernize  the  financial  system. 

Chairman  Greenspan  told  this  committee  last  week  that  be  has 
no  philosophical  problem  with  the  combination  of  banking  and  com- 
merce. He  felt  that  it  would  be  better  to  gain  experience  before  tak- 
ing the  next  step.  Congress  should  maintain  the  unitary  option  for 
all  savings  institutions  and  allow  the  regulators  to  continue  to  gain 
relevant  experience.  Even  the  Administration,  which  would  main- 
tain the  separation  of  banking  and  commerce,  is  gainst  changes 
in  the  unitary  holding  company  law. 

Representative  Baker's  bill,  H.R.  814,  leaves  the  unitary  saving 
and  loan  holding  company  option  in  place,  a  result  much  more  m 
keeping  with  the  general  tenor  of  H.R.  1062. 

Grandfathering  hurts  any  savings  institution  that  has  not 
formed  a  unitary  holding  company.  As  our  industry  evolves,  even 
smaller  institutions  will  have  to  diversify  to  remain  competitive. 
The  unitary  holding  company  will  help  savings  institutions  main- 
tain and  increase  their  ability  to  serve  their  communities.  Even 
grandfathered  institutions  would  be  badly  damaged  since  the  bill 
handcuffs  savings  institutions  to  their  holding  companies. 

Grandfather  status  lasts  only  so  long  as  the  original  owner  main- 
tains control.  Companies  often  divest  subsidiaries  in  reaction  to 
changes  in  corporate  strategy  and  consumer  demand,  H.R  1062 
would  make  this  much,  much  harder  because  another  diversified 
company  could  not  buy  a  savings  association, 

America's  Community  Bankers  and  the  Defend  Unitary  Activities 
Coalition  strongly  urge  this  committee  to  completely  eliminate  the 
unitary  holding  company  provision  in  H.R.  1062.  Unitary  holding 
companies  have  substantially  strengthened  our  industiy.  They 
should  be  a  beacon  for  tbe  committee,  not  turned  into  financial 
pariahs. 

Thank  you,  Mr.  Chairman. 

rrhe  prepared  statement  of  Mr.  Weller  Meyer  can  be  found  in  the 
appendix.] 

Chairman  Lbach,  Thank  you,  Mr.  Meyer.  Let  me  turn  to  Mr, 
Croessmann,  who  represents  the  Bank  of  Boston. 

Mr.  Croessmann. 
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STATEMENT  OF  ALLEN  CROESSMANN.  BANK  OF  BOSTON.  ON 
BEHALF  OF  CONSUMER  BANKERS  ASSOCUTION 

Mr.  Croessmann.  Mr.  Chairman  and  members  of  the  commiUee, 
my  name  is  Allen  Croessmann.  I  am  the  managing  director  of 
consumer  investment  services  for  Bank  of  Boston. 

I  also  serve  on  the  investments  committee  of  the  Consumer 
Bankers  Association,  the  C6A.  The  CBA  membership  includes  re- 
gional, super-regional  and  money  center  banks,  a  mioority  of  which 
offer  investment  products  to  their  customers,  and  my  statement 
today  concerns  the  delivery  of  those  products. 

I  appreciate  the  opportunity  to  appear  before  the  committee  on 
behalf  of  the  CBA  to  testify  on  the  need  of  legislation  to  reform  the 
regulatory  framework  governing  the  role  of  banks  in  the  financial 
services  industry. 

Mr.  Chairman,  the  CBA  commends  you  for  your  leadership.  Your 
bill  H.R.  1062,  the  Financial  Services  Competitiveness  Act  of  1995, 
is  an  important  step  toward  removing  some  of  the  regulations  that 
encumber  banks  as  financial  services  providers. 

The  CBA  welcomes  your  initiative,  and  particularly  appreciates 
the  provision  that  would  broaden  the  standard  for  permissible 
activities. 

Reforming  Glass-Steagall  is  essential  today,  as  advances  in  tech- 
nology permit  new  competitors  to  offer  financial  services.  Microsoft, 
with  its  pending  purchase  of  the  company  that  sells  the  personal 
finance  software  Quicken,  is  an  example  of  the  type  of  competitor 
that  will  offer  innovative  alternatives  to  traditional  banking. 

The  CBA  believes  that  the  focus  of  financial  services  regulation 
should  not  be  on  restricting  competition  but  on  promoting  it.  The 
regulatory  aim  should  be  to  ensure  that  financial  services  are  wide- 
ly available  in  the  most  convenient,  flexible,  efficient  form  consist- 
ent with  safe  and  sound  practices  and  due  regard  for  protecting 
customers. 

As  the  primary  financial  institution  for  a  wide  customer  base, 
banks  play  an  important  role  in  educating  customers  on  the  advan- 
tages and  disadvantages  of  all  products  available  to  meet  their  fi- 
nancial needs. 

A  major  part  of  the  marketing  efforts  of  banks  today  consists  of 
informational  programs  and  materials  designed  to  educate  cus- 
tomers on  the  various  features  of  these  products. 

Customers  have  new  expectations  for  efficiency,  flexibility  £ind 
quality  of  service  in  today's  market.  Technolo^cal  advances  have 
improved  the  quality  of  life  for  consumers  in  many  ways,  and  bank 
customers  are  demanding  that  their  banks  provide  the  same  kind 
of  time-saving  products  and  services  that  modern  technology  has 
made  possible  in  other  areas. 

Computerized  communications  and  data  processing  systems  are 
making  it  possible  for  banks  to  provide  highly  efficient  integrated 
services  in  what  we  call  a  seamless  fashion,  and  this  is  good  for 
consumers  because  they  benefit  in  many  ways.  The  number  of 
forms  that  the  customer  must  fill  out  may  be  reduced  because  dif- 
ferent parts  of  the  Bank  of  Boston  Corporation,  for  example,  could 
have  on-line  access  to  computerized  information  about  the  cus- 
tomer. The  amount  of  time  the  customer  must  spend  waiting  for 
service  can  be  minimized.  The  customer  can  receive  more  efficient 
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individualized  attention  by  the  bank  service  representatives,  who 
wilt  know  the  extent  of  the  customer's  relationship  with  the  various 
parts  of  the  corporation. 

The  cuatomers  could  be  offered  services  that  better  correspond  to 
their  needs.  Customers'  needs  could  be  anticipated  and  evaluated 
in  a  timely  manner  so  that,  for  example,  they  could  receive  advice 
on  making  financial  decisions  when  a  certificate  of  deposit  comes 
due. 

Cross-marketing  of  products  and  services  among  the  various 
parts  of  a  banking  organization  obviously  is  a  critical  element  to 
making  seamless  delivery  possible.  We  are  looking  closely  at  the 
firewalls  that  would  be  imposed  under  H.R.  1062,  particularly  ttie 
provision  regarding  disclosure  of  confidential  customer  information. 

We  would  like  to  work  with  the  committee  to  make  sure  that  this 
provision,  while  respecting  customers'  privacy,  does  not  create  oper- 
ational problems  that  would  unnecessarily  hinder  the  ability  of 
banks  to  integrate  their  services  for  the  convenience  of  customers. 

Let  me  turn  to  functional  regulation.  The  CBA  believes  that  the 
essence  of  functional  regulation  is  to  promote  competition  by  pro- 
moting regulatory  parity.  We  support  a  concept  of  functional  regu- 
lation that  would  enhance,  not  impair,  the  ability  of  banks  to  serve 
their  retail  customers  with  maximum  efficiency  and  convenience. 

CBA  believes  that  Congress  should  establish  general  parameters 
and  principles  to  guide  uie  financial  services  industry  and  should 
allow  the  appropriate  regulators  to  implement  more  specific  details. 

The  different  financial  regulatory  reform  proposals  that  have 
emerged  this  year  raise  important  questions  concerning  the  ulti- 
mate structure  of  our  banking  and  financial  services  system.  The 
CBA  does  not  purport  to  have  all  the  answers  to  these  questions; 
however,  we  do  believe  that  flexibility  is  essential.  Each  bank 
should  be  allowed  to  determine  which  structure  is  best  suited  to  its 
ability  to  deliver  financial  services  to  its  customers  in  the  most  effi- 
cient, convenient  and  competitive  manner. 

For  some  banks,  this  might  mean  selling  securities  and  insur- 
ance products  directly  in  the  bank;  for  others,  it  might  mean  using 
a  separate  subsidiary  of  the  bank  to  provide  such  services;  and  for 
still  other  banks,  it  might  mean  conducting  these  activities  in  a 
bank  holding  company  affiliate. 

Mr.  Chairman  and  members  of  the  committee,  the  CBA  appre- 
ciates this  opportunity  to  present  our  views  on  the  need  for  finan- 
cial services  reform,  and  I  would  be  happy  to  answer  any  questions 
and  to  provide  additional  information. 

Thank  you. 

[The  prepared  statement  of  Mr,  Allen  Croessmann  can  be  found 
in  the  appendix.] 

Chairman  Leach,  Thank  you,  Mr,  Croessmann. 

We  appreciate  the  whole  panel's  testimony,  even  Mr,  Meyer,  who 
critiqued  my  bill  so  thoroughly. 

Let  me  just  stress,  Mr.  Meyer,  you  know  we  have  had  two  ren- 
ditions of  a  particular  approach.  "The  first  would  have  required  di- 
vestiture so  that  we  would  develop  a  very  pristine  playing  field. 
The  second  approach  does  call  for  grandfathering.  As  a  minor  cor- 
rection in  your  testimony,  the  legislation  does  allow  for  a  selling  of 
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grandfathered  rights  if  the  holding  company  Ib  sold,  but  disallows 
it  if  simply  Uie  thrift  is  sold. 

But  I  would  hope  you  would  recognize  that  we  have  come  a  long 
way  to  protect  the  existing  institutions,  although  not  as  far  as  you 
would  like  us  to  go. 

In  this  regard,  Mr.  Mount,  this  committee  is  a  refereeing  commit- 
tee between  interest  groups  and  there  can  be  differences  of  judg- 
ment For  example,  let  me  ask  the  independent  bankers:  What 
would  your  perspective  be  on  the  unitary  tnrift?  Do  you  think  this 
is  an  institutional  ti-amework  that  should  continue,  or  how  would 
independent  banks 

Mr.  MoiTNT.  No,  I  don't  think  it  should  continue.  I  think  it^s  an 
unfair  competitive  advantage,  and,  no,  it  should  not  continue.  They 
should  be  on  the  same  level  as  the  rest  of  the  financial  institutions. 

Chairman  Leach.  Fine.  I  appreciate  that. 

I'm  not  saying  one  or  the  other  is  right;  all  I'm  su^esting  is 
these  are  very  diflicult  judgmental  issues,  and  we  have  tried  to  bal* 
ance  the  circumstance. 

If  I  could  turn  to  Mr.  Roberts  just  briefly  for  one  quick  question. 

You  represent  one  of  the  more  significant  banks  in  the  country. 
What  is  your  personal  view  on  this  issue  of  commerce  and  banking? 
Is  it  something  that  works  in  our  society  or  would  you  have  dif- 
ficulties with  it? 

Mr.  Roberts.  Mr.  Chairman,  I  can  say  historically  the  ABA's  po- 
sition has  been  that  we  do  not  want  to  cross  over  that  line  and 
commingle  finance  and  commerce. 

Now,  let  me  step  back  from  that  a  moment.  From  my  own  view- 
point, it  seems  to  me  that  what  was  considered  "commerce"  years 
ago  may  be  considered  "finance"  today.  Let  me  give  you  a  more  spe- 
cific example. 

Years  ago,  I  would  have  considered  telecommunications  as  being 
in  the  arena  of  commerce.  Today,  I'm  thinking  that  telecommuni- 
cations is  a  conduit  for  the  delivery  of  products  and/or  services  of 
financial  nature;  and  therefore,  I  am  putting  it  in  the  financial 
category. 

Being  intellectually  honest,  I'm  trying  to  let  you  know  I'm  debat- 
ingthat  issue  myself,  and  I'm  moving  a  little  to  the  other  side. 

Chairman  Leach.  Fair  enough. 

Let  me  turn  to  Mr.  LaFalce. 

Mr,  LaFalce.  I  really  appreciate  that  candor,  Mr.  Roberts,  be- 
cause I  think  all  of  us  nave  in  our  minds  conflicting  viewpoints  on 
these  issues  because  there  is  no  right  or  wrong.  We  re  trying  to,  as 
the  chairman  said,  referee  divergent  points  of  view  when  there  is 
validity  to  virtually  all  perspectives,  and  we're  trying  to  come  up 
with  something  that  might  best  serve  the  public  interest.  Its 
tough. 

Mr.  Meyer,  when  you  referred  to  Chairman  Leach's  hilt  as  pariah 
legislation,  I  initially  thought  that  you  were  being  much,  much 
harsher.  I  thought  you  were  referring  to  it  as  FIRREA  legislation, 
and  that  would  nave  been  far,  far  worse. 

It  reminds  me  of  when  Chairman  Gonzalez  or  former  Chairman 
Gonzalez  took  a  swin^  at  somebody  down  in  Texas,  and  people 
thought  that  the  individual  had  called  Chairman  Gonzalez  a  com- 
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munist.  He  said,  "No,  no,  no;  he  called  me  a  columnist.  By  far 
worse."  [Lau^terJ 

Let  me  paint  a  scenario  for  you. 

We  have  a  bill  introduced  by  Chairman  Leach,  and  that  carries 
a  lot  of  weight  because  he  is  cnairman  of  the  Pull  Committee.  We 
have  a  bill  introduced  by  Congressman  Richard  Baker,  and  that 
carries  a  lot  of  wei^t  because  he  is  the  chsurman  of  the  Capital 
Markets  Subcommittee.  We  have  a  bill  introduced  by  Senator  Al 
D'Amato.  That  carries  a  lot  of  weight  because  he  is  chairman  of  the 
Senate  Banking  Committee.  It's  very  similar  to  the  Baker  bill  ex- 
cept that  it's  a  Dit  stricter  with  respect  to  the  firewalls  provisions, 
as  I  understand  it. 

Because  of  the  great  deference  shown  to  the  chairman,  let's  sup- 
pose the  House  adopts  the  Leach  bill,  the  Senate  adopts  the 
D'Amato  bill,  and  we've  got  a  number  of  us  in  the  Conference  Com- 
mittee: Doug  Bereuter,  Dick  Bilker,  myself,  Al  DAmato,  what  have 
you.  But  there  are  a  few  little  hitches  there,  too.  There  are  some 
other  banking  problems  we  w£int  to  deal  with.  I  argued  during 
FIRREA  that  sure  we  have  the  right  to  break  contracts,  but  not 
without  paying  damages,  and  those  damages  are  going  to  be  quite 
extensive. 

A  few  days  ago,  Ricki  Tigert  says,  yes,  we're  going  to  have  to 
come  up  with  $15  billion  perhaps  to  pay  damages  for  breaking 
those  contracts  with  respect  to  goodwill.  Well,  we  got  some  money 
from  the  RTC.  We  rairfit  be  able  to  use  that  for  it.  That  creates 
budgetary  scoring  problems.  Of  course,  a  lot  of  the  SAIF  institu- 
tions are  viewing  that  RTC  money  as  one  means  of  dealing  with 
the  potentially  great  problem  of  premium  disparity,  not  only  be- 
cause of  the  longer  period  of  time  it's  taking  to  reach  adequate  cap- 
italization ratios  for  the  SAIF  institutions,  but  because  of  the  out- 
standing FICA  obligations. 

Senator  D'Amato  and  I  asked  GAO  for  a  report,  which  we  re- 
ceived last  week.  And  Senator  D'Amato  in  this  scenario  of  mine  is 
going  to  attach  some  type  of  resolution  to  his  bill.  So  when  we  so 
to  conference,  we're  going  to  have  all  these  issues:  Glass-Steagall, 
the  unitary  trust  issue,  the  BIF/SAIF  issue,  the  damages  issue. 

We  go  to  the  five  of  you  and  we  say,  we  have  to  compromise, 
whales  your  recommendation  for  the  compromise  we  should  reach 
in  the  Conference  Committee?  Who  wants  to  talk  to  me  about  what 
an  acceptable  compromise  might  be,  because  we've  got,  you  know, 
D'Amato  and  Leach,  we've  got  the  BIF/SAIF  problem,  the  PICA 

firoblem,  the  damages  problem,  and  we  want  to  do  it  in  one  enchi- 
ada. 

Mr.  Mount.  I'd  like  to  address  that  for  just  a  second.  I  guess, 
if  you  are  going  to  take  a  look  at  all  the  proposals  that  are  out  on 
the  table  at  this  point  in  time  with  regard  to-^ — 

Mr.  LaFalce.  'That's  not  an  unrealistic  scenario  that  I  just 
painted. 

Mr.  Mount.  No,  I  know  it's  not 

With  regard  to  Glass-Steagall,  with  regard  to  the  Bank  Holding 
Company  Act,  I  would  certainly  feel  at  this  point  in  time  that  we 
would  be  more  in  line,  and  this  is  not  a  total  commitment,  but  we 
would  be  more  in  line  with  Chairman  Leach's  proposal  at  this  point 
in  time,  far  more  so  than  we  would  be  with  the  Baker  proposal, 
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Mr.  LaFalce.  I  understand  that,  but  Congressman  Baker  is  on 
that  Conference  Committee,  and  Senator  D'Amato  is  on  that  con- 
ference committee,  and  so  forth;  so,  you  know,  where  are  we  going 
to  give? 

Mr.  Mount.  In  my  opinion,  we  don't  have  a  whole  lot  we  can 
give. 

Mr.  LaFalce.  Thank  you. 

Mr.  Meyer.  Mr.  LaFalce,  my  understanding  is  that  with  regard 
to  the 

Mr.  LaFalce.  Excuse  me.  You  have  a  place  you  can  give,  Vm 
sure,  Mr.  Meyer.  [Laughter,] 

Mr.  Meyer.  The  claims  against  the  govemmenL  my  understand- 
ing is  that  they  would  not  to  paid  out  of  the  FDIC,  that  the  Justice 
Depfulment  has  a  fund  of  its  own.  Whenever  the  government  is 
sued,  the  monies  that  are  paid  out  come  through  the  Justice  De- 
partment; it  would  not  come  through  the  FDIC.  So  how  that  link- 
age was  made,  Fm  not  sure,  but  I  think  it's  an  inaccurate  linkage. 

Mr.  LaFalce.  Mr.  Freeman. 

Mr.  Freeman.  I  think  that  the  issue  really  is  how  many  linkE^es 
do  you  want  to  throw  into  tjie  conference.  I  have  no  idea  how  you 
resolve  the  conference.  But  what  the  bill  at  hand  here  is,  is  one 
that  addresses  financial  reform.  You  can  add  to  that,  Tm  sure, 
some  agenda  somewhere  that  says  that  you  ought  to  include  some 
kind  of  CRA  piece  to  it,  you  ought  to  settle  the  SAIF/BIF  issue,  you 
ought  to  do  this  and  that.  The  point  I  was  trying  to  make  in  the 
testimony  was  that  that's  what  I  would  exclude — extraneous 
amendments — and  there's  plenty  of  opportunity  to  add,  you  know. 
a  legion  of  things  on  there.  I  would  certainly  hope  that  you  could 
holdthe  bill  to  tne  issues  at  hand,  which  are  financial  reforms,  saii 
I  don't  think  £iny  of  those  deal  with  that 

Mr.  LaFalce.  Thank  you. 

Chairman  Leach.  Mr.  Bereuter. 

Mr.  Bereuter.  Thank  you,  Mr.  Chairman. 

Gentlemen,  thank  you  very  much  for  your  testimony.  Mr.  Rob- 
erts, representing  the  ABA,  I  will  ask  you  first  a  question. 

As  you  know.  Both  the  Leach  bill  and  the  Administration  bill  re- 
quire banks  to  have  greater  than  minimum  capital  standards  be- 
fore they  can  affiliate  with  securities  firms.  Does  the  ABA  agree 
that  banks  should  be  better  capitalized  to  conduct  new  activities, 
and,  if  so,  what  should  the  higher  standards  be? 

Mr.  Roberts.  Sir,  I  definitely  believe  that  the  definition  of  well 
capitalized  institutions  should  be  applicable  in  the  affiliation  of  se- 
curities operations  and  so  forth,  and  I  think  to  prove  tJiat,  you  can 
look  at  me  institution  in  which  I  am  employed,  and  I  think  it 
speaks  for  itself,  that  we  in  practice  endorse  not  only  quantity  of 
capital,  but  I  would  add  to  tnat  quality  of  capital  as  well,  and  I 
think  you  have  to  zero  in  on  both  the  quantity  and  quality  issue. 

Mr.  Bereuter.  So  you're  referring  to  tite  specific  definition  when 
you  say  that? 

Mr.  Roberts.  Quite  frankly,  the  equity  position  plays  a  major 
role,  in  my  mind. 

Mr.  Bereuter.  Is  there  anyone  else  who  would  like  to  respond 
to  this  question? 

Mr.  Freeman. 
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Mr.  Freeman.  I  would  certainly  concur  that  strong  capital  is  a 
mqjor  component  of  any  kind  of  evaluation  in  terms  of  what  we 
would  consider  better  equipped,  but  I  think  you  also  have  to  con- 
sider management.  There  is  a  combination  of  difTerent  kinds  of  cap- 
ital, whether  it's  in  reserves  or  real  capital,  and  management  capa- 
bility that  are  regularly  determined  by  the  regulators,  and  I  think 
that  the  regulators  realljr  ou£^t  to  bring  their  views  to  bear  on 
what  is  a  capable  institution  or  an  institution  that  ought  to  be  al- 
lowed to  expand. 

Mr.  Bereuter,  So  that  requirement,  you  would  suggest,  would 
be  over  and  above  the  capital  itself,  an  additional  requirement  and 
not  in  place  of  the  specified  level  of  capital;  is  that  correct? 

Mr,  Freeman.  1  think  that  you  really  have  to  look  at  what  is  a 
well  managed  institution  in  terms  of  its  management  as  well  as  its 
capital. 

Mr.  Bereuter.  Is  there  anyone  else  who  wanted  to  respond  to 
the  question? 

[No  response.] 

Let  me  ask  this  question,  then.  Perhaps  111  start  with  you,  Mr. 
Roberts,  again. 

The  ABA's  opinion  on  the  provision  of  the  Chairmim's  bill,  which 
repeals  the  unitary  thrift,  holding  company  exemption  but  grand- 
fathers existing  unitary  thrift  holding  companies,  what's  tiie  ABA 
position  on  that,  if  there  is  one? 

Mr.  Roberts.  We  really  don't  have  a  position  on  that  issue,  sir. 

Mr.  Bereuter.  Do  you  nave  any  thoughts  yourself  to  share? 

Mr.  Roberts.  Right  off  the  top  of  my  head,  I  would  rather  not 
comment. 

Mr.  Bereuter.  Is  there  anyone  who  would  like  to  respond  to  this 
question? 

Mr.  Meyer.  I  would  hke  to  make  a  comment,  if  I  could,  related 
to  your  question,  sir. 

Mr.  Behextter.  Mr.  Meyer. 

Mr.  Meyer.  And  that  is  that  if  you  take  an  institution — 111  use 
my  institution  as  a  good  example  of  why  I  think  grandfathering  the 
way  it's  currently  proposed  would  not  work. 

Our  institution  has  been  designed  as  veiy  non-traditional.  We're 
quite  traditional  on  the  asset  side  in  the  sense  that  over  85  percent 
of  our  assets  are  invested  in  single-family  residential  mortgage 
loans. 

On  the  other  hand,  we  do  a  lot  of  things  that  are  very  non- 
traditional.  We  are  over  $400  million  in  assets;  we  have  one  branch 
ofRce;  we  generate  deposits  irom  around  the  country;  in  our  affili- 
ation with  our  parent  company,  we  do  some  inter-company  activi- 
ties. Should  our  institution,  our  parent  compsiny,  desire  to  sell  us, 
my  estimate  is  that  on  an  open  market,  our  institution  would  have 
a  value  less  than  book  to  other  institutions,  to  other  financial  insti- 
tutions. On  the  other  hand,  if  we  were  being  sold  to  a  company 
that  had  a  structure  somewhat  similar  to  our  parent  company,  our 
value  would  be  significantly  above  book. 

So  I  think  that  there  is  some  real  risk  in  looking  at  not  only  why 
the  com[)any  was  created,  but  what  is  the  structure  emd  what  do 
you  have'  in  terms  of  market  value. 

Mr.  Bereuter.  Thank  you. 
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Thank  you,  Mr.  Chairman. 

Chaiiman  Leach.  Thank  you.  If  you  would  yield  for  just  a  few 
seconds. 

Mr.  Bereuter,  I  would  be  happy  to  yield. 

Chairman  Leach.  Let  me  just  stress,  as  a  legislature  we  have  to 
miike  decisions  based  upon  whaf  s  right  or  wrong  in  a  philosophical 
circumstance.  Our  first  concern  cannot  be  whether  an  mstitutiMi  is 
valued  at  book  or  below  book. 

The  reason  you  would  get  a  premium  on  a  given  circumstance  is 
because  current  law  allows  an  advantage  over  all  other  market 
participants.  So  other  market  participants  say,  is  that  fair  to  them? 
All  this  legislation  does  is  maintain  ^e  status  quo  for  you.  Because 
you  can  buy  other  institutions  and  keep  the  current  advantage,  it 
18  an  advantage  you  have  compared  to  Mr.  Mount  or  compared  to 
Mr.  Roberts  or  compared  to  Mr.  Freeman  or  Mr.  Croessmann. 

So  I  would  stress  to  you,  sir,  that  you  have  advantages  in  law 
today  that  are  maintained,  but  they  are  advantf^es  thiat  I  have 
some  suspicion  should  not  be  expanded.  But  your  dilemma  that  you 
are  more  valuable  is  valid  under  current  law,  but  why  should  you 
be  in  any  different  position  than  Mr.  Mount  when  he  sells  his 
bank?  I  tKin't  know. 

Now,  as  you  know,  sometimes  banks  or  S&Ls  are  worth  book, 
sometimes  below  book,  sometimes  above  book.  It's  a  matter  of  mar* 
ket  valuation.  To  sell  at  an  advantage  over  other  financial  institu- 
tions versus  at  a  disadvantage,  that  is  something  the  U.S.  Con- 
gress cannot  be  too  sensitive  to. 

Mr.  Meyer.  I  would  agree,  Mr.  Chairman;  however,  markets  all 
clear  at  a  price,  and  if  there  was  a  market  perception  of  this  sig- 
nificant advsmtage  of  unitary  holding  companies  over  commercial 
banks,  then  you  would  naturally  see  a  flood  of  commercial  banks 
converting  to  thrift  structure.  Inere  is  no  evidence  of  that,  which 
would  indicate  to  me  that  the  market  is  not  perceiving  an  advan- 
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Chairman  Leach.  Well,  I  appreciate  that.  That's  for  thrifts,  but 
not  necessarily  for  thrift  holding  company  structures. 

In  any  regard,  let  me  just  stress  that  you  have  been  given  an  ad- 
vantage, you  are  allowed  to  maintain  the  advantage  under  this  bill. 
Whether  you  should  be  given  an  advantage  so  mat  you  can  sell 
your  asset  instead  of  continuing  to  operate  as  you  currently  do  is 
another  philosophical  leap  that  is  certainly  something  that  this 
committee  in  its  collective  wisdom  will  have  to  deal  with.  I  am  con- 
fident— and  just  to  tell  you,  I  don't  think  it's  a  black  and  white 
case.  I  think  there's  reasonable  judgment  on  both  sides.  But  it  is 
not  an  overwhelmingly  compelling  case,  but  it  may  be  that  in  the 
majority  view,  you  may  prevail.  But  I  just  want  to  stress  that  it 
isn  t  one  way. 

Mr.  Vento. 

Mr.  Vento.  Thank  you,  Mr.  Chairman.  My  regret  that  I  wasn't 
here  to  hear  all  of  the  testimony.  I  had  another  commitment 

Mr.  Chairman  and  Members,  I  think  there  are  a  number  of  ele- 
ments here  in  this  that  are,  I  think,  key.  One,  of  course,  is  that 
most  of  the  panel  subscribed  to  the  fact  that  the  risk  factors  in 
terms  of  commercial  banking  and  investment  banking,  other  types 
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of  powers  that  are  being  sought  here,  are  really  not  that  much  dif- 
ferent today. 

There  has  been  a  circumstance,  for  instance,  where  financial  in- 
stitutions have  derivatives,  others  have  derivatives  as  an  example 
of  the  latest  concern  that,  in  a  sense,  that  risk  issue  has  inherent 
in  Treasuries  and  other  t^es  of  investments. 

On  the  bank  side,  I  might  add  parenthetically,  Mr.  Chairman, 
tiiat  the  response  to  that  has  been  to  try  to  put  in  place  capital  as 
a  way  of  dealing  with  the  problem,  and  in  a  way,  my  way  of  think- 
ing, it's  sort  of  a — while  it  s  very  comfortable,  and  I  m  not  advocat- 
ing breaching  any  of  the  capital  standards,  I  think  it  has  a  limited 
uulity  in  terms  of  it  may  be  the  only  thing  we  have,  I  mean,  but 
it  is  a  limited  utility. 

But  most  of  you  at  the  table,  I  take  it,  agree  that  the  risk  issue 
is  no  longer  a  factor.  In  other  words,  ostensibly  one  of  the  reasons 
that  this  legislation  passed  is  that  it  characterized  commercial 
banking  and  investment  banking  as  substantially  different  in  that 
there  are  different  amounts  of  risk,  they  are  inherently  different, 
commercial  banking.  But  today  I  guess  most  of  you  at  the  table 
feel,  I  guess  Mr.  Mount,  Mr.  Roberts,  Mr.  Freeman  all  feel  that 
that's  uie  case^  that  there  is  really  a  product  here  or  a  risk  that 
is  not  substantially  different 

Anyone  have  any  differences  on  that? 

Mr,  Freeman.  No. 

Mr.  Vento.  So  I  think  as  you  go  down  this  path  one  of  the  other 
questions  is  with  regards  to  one  of  the  other  concerns,  is  the  issue 
of  bank  capital  and  the  use  of  bank  capital  or — I  say  we're  con- 
cerned about  that  from  the  standpoint  of  the  insurance  side,  that 
we  put  so  much  credit  in  the — we  put  so  much  dependence,  I 
should  s£^,  on  the  credit  issue  or  on  the  capital  issue  that  we  are 
concerned  about  the  use  of  that  capital. 

How  should  we  or  how  could  we  restrict  the  use  of  bank  capital 
as  an  effort  here  to  leverage  in,  to  merge,  or  to — ^how  should  it  be 
limited  in  terms  of  how  it  s  used  in  terms  of  investment  banking? 
Because  we  have  a  proprietary  interest  in  this  with  regards  to  the 
taxpayer  subsidy,  the  safety  and  soundness  of  banks. 

As  I  seiid  earlier,  maybe  we  are  overrelying  on  it,  not  that  I  am 
advocating  changing  it.  We  have  been  advocates  of  stronger  and 
stronger  capital.  I  have  a  hard  time  getting  stronger  than  the 
chairman  is  on  capital  standards  most  of  the  time. 

Anyone  have  any  comments  about  safeguards  that  are  necessary? 

Yes,  Mr.  Freeman. 

Mr.  Freeman.  Well,  I  think  that  you  have  in  place  already  safe- 
guards in  a  number  of  ways,  not  the  least  of  which  is  23A  of  the 
Federal  Reserve  Act,  whicn  limits  the  amount  of  capital  or  loans, 
I  believe,  that  you  can  make  between  subsidiaries  of  a  bank  hold- 
ing company. 

If  you  just  look  at  the  penalties  under  FDICIA  and  FIRREA,  and 
as  a  CEO  of  a  fair-sized  institution,  it  has  my  aUention  that  the 
both  civil  and  criminal  penalties  that  are  attendant  really  do  make 
you  focus  on  risk. 

We  also  need  to  keep  in  mind  that  the  business  of  banking  is 
risk.  We  deal  with  risk  every  day  in  terms  of  loans  and  the  man- 
agement of  our  portfolios,  all  of  that.  The  question  is  where  are  the 
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risks  in  the  securities  business  and  which  ones  of  those  and  how 
do  you  manage  titiem. 

Mr.  Vbnto.  Yes.  I  think  the  concern,  of  course,  is  that  the — ^I 
mean,  that's  a  given.  I  understand  that  there  has  been  sort  of  a 
broader  range  of  this  risk,  that  they  are  not  so  different.  That  was 
the  basis  on  which  I  started  and  obviously  not  a  very  exciting  ques- 
tion, I  guess,  because  there  is  agreement  on  it. 

Fundamentally,  when  this  law  was  written,  that  wasnt  the  case. 
They  thought  there  was  a  different  character.  There  may  be  a  dif- 
ferent character,  but  they  thought  there  was  a  substantially  dif- 
ferent magnitude. 

One  of  the  other  questions  is  the  conflict  of  interest  issue,  and, 
of  course,  the  taxpayer  subsidy.  But  one  of  the  questions  I  wanted 
to  eet  to,  and  I  would  like  to  have  gone  over  these  more  carefully 
wiui  each  of  you,  and  you  may  want  to  respond  to  that,  but  one 
of  the  issues,  of  course,  is  dealing  with  the  regulation. 

As  you  mentioned  23A  and  23B — ^you  know,  one  of  the  fundamen- 
tal tenets  of  this  is  that  the  regulator,  of  course,  is  payin?  atten- 
tion. Now  we  find  the  regulator  in  the  case  went  out  and  signed 
a  lot  of  contracts  and  good  will.  We  thou^t  we  could  correct  it 
after  the  fact.  Apparently,  some  things  we  can't 

But  the  fact  is  that  wnat  the  regulator  does  in  terms  of  these  is- 
sues— should  we  be  setting  in  place  a  mechanism — I  guess  we're 
not  going  to  be  able  to  do  this  all  at  once;  you  know,  expanding 
problenis  doesn't  solve  them.  And  so  putting  in  place  some  mecha- 
nism to,  in  fact,  change  the  regulator  or  reconfigure  the  regulator 
after  additional  powers  are  granted,  should  we  put  in  place  some 
mechanism  to  achieve  that  sort  of  reconfiguration  of  who  the  regu- 
lator is? 

You  know,  most  of  what  happens  in  these  bills  is  that  everybody 
feels  comfortable  with  the  regulator  that  they  have.  We  found  that 
out  last  year  when  we  were  trying  to  deal  with  regulatory  reform, 
and  others  have  found  it  out  earlier.  They  all  feel  very  comfortable 
with  it.  They  want  to  get  the  powers  and  kind  of  not  get  into  the 
turf  battle  with  the  regulators.  I  understand  that  That's  prag- 
matic. But  is  it  realistic?  Should  we  be  putting  in  place  some  mech- 
anism to  bring  back  to  Congress,  maybe  force  us  to  look  at 
reconfiguring  the  regulators  in  this  instfuice,  because  I  don't  really 
know  how  this  is  all  going  to  pan  out  Maybe  the  Federal  Reserve 
Board  is  as  good  as  my  colleague  from  Iowa  thinks.  Maybe  they  are 
not. 

Anyone  have  savy  comments  about  that? 

Mr.  Croessmann.  Ill  try  that  one. 

To  us,  I  think  what  matters  most  is  not  so  much  who  is  the  regu- 
lator, but  the  fact  that  any  organization  engaged  in  the  same  activ- 
ity is  regulated  in  the  same  way  by  the  same  regulator,  and  that's 
the  paramount  consideration  and  concern  that  all  of  us  have,  I 
think,  in  the  industry.  To  the  extent  that  we  can  work  on  a  mecha- 
nism to  help  create  that  and  to  ensure  that,  I  think  the  competi- 
tiveness that  we're  all  seeking  would  be  enhanced  rather  than 
diminished,  and  I  think  that's  tne  chief  thing  that  we  have  to  con- 
cern ourselves  with. 

We  found  ourselves  in  our  organization,  for  example,  many  times 
dealing  with  multiple  regulators  on  a  similar  issue,  creating  a  fair 
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amount  of  confusion,  of  disarray,  and  really  not  working  in  the  best 
interest  of  the  consumer,  who  ultimately  is  who  we  re  tiying  to 
please  here,  £ind  creating  a  fair  amount  of  inefficiency  within  the 
organizations  that  we  tend  to  run  as  well. 

So  I  think  the  key  thing  is  the  same  regulator  r^;ulating  the 
same  kind  of  activity,  wheUier  it's  at  a  bank,  a  securities  firm,  or 
wherever, 

Mr.  Vbnto.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you. 

Mr,  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman. 

Mr.  Mount,  I  want  to  have  a  series  of  questions 

Chairman  Leach.  Excuse  me,  Richard.  Since  I  took  a  little  extra 
time,  I'm  going  to  yield  you  a  little  extra  time, 

Mr.  Baker.  Thank  you.  And  I  have  been  in  and  out.  There's  a 
mark-up  in  A^  Committee,  and  Fve  been  jumping  back  and  forth 
pretty  good  this  morning.  "Thank  you  very  much,  sir. 

Before  I  get  into  a  series  of  questions,  tell  me  a  little  bit  about 
Saratoga  National  and  the  community,  because  I  hate  to  admit,  I'm 
not  familiar  with  the  community  that  well.  What  size  community 
is  it  and  what's  the  nature  of  the  services  you  offer  there? 

Mr.  Mount.  Saratoga  is  a  communiW  really  that's  kind  of  blend- 
ed in  with  San  Jose,  California,  located  right  in  the  heart  of  Silicon 
Valley.  The  population  itself  is  only  36,000,  but  when  it's  combined 
with  the  Valley,  the  population  is  well  in  excess  of  2  million,  and, 
of  course,  most  of  the  high-tech  industry  in  the  United  States  is  lo- 
cated there. 

Mr.  Baker.  Is  business  good? 

Mr.  Mount.  Business  is  pretty  decent  at  this  point  in  time,  yes. 

Mr.  Baker.  Real  estate  demand  down  a  little? 

Mr.  Mount.  Real  estate  demand  is  relatively  slow  and 

Mr.  Baker.  Down  from  1993  to  1994? 

Mr.  Mount.  And  has  been  for  the  last  4  years. 

Mr.  Baker.  And  loan  to  asset  ratios  still  "kind  of  low? 

Mr.  Mount.  Loan/deposit  ratios  are  somewhat  weaker  than  what 
we  would  like  to  see  them,  although  that  is  improving  at  this  point 
in  time. 

Mr.  Baker.  So  that  you  would  say  that  something  is  happening 
to  your  traditional  marketing  base  being  adjacent  to  a  community 
like  San  Jose  with  a  dynamic  economy,  with  a  loan  to  deposit  ratio 
of  42  percent,  with  real  estate  loans  down  from  1993  to  1994.  Look- 
ing at  the  market  and  where  you  go,  somebody  has  got  to  be  get- 
ting those  customers,  and  the  question  is  where  are  they  going? 
And  since  you  are  in  a  community  of  36,000,  you  don't  qualify 
under  the  town  of  5,000  loophole  for  the  sale  of  insurance,  do  you? 

Mr.  Mount.  No. 

Mr.  Baker.  OK.  Do  you  advocate  elimination  of  that  loophole? 

Mr.  Mount.  No,  I  don't  advocate  elimination 

Mr.  Baker.  So  sale  of  insurance  might  be  OK  under  certain 
circumstances? 

Mr.  Mount.  Under  certain  circumstances,  yes. 

Mr.  Baker.  OK  In  the  event  tiiat  I  were  to  close  a  loan  at  your 
institution — most  institutions  have  a  little  box  at  the  bottom  that 
you  check  off  called  credit  life.  Is  that  on  your  forms? 
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Mr.  Mount.  No,  it  is  not. 

Mr.  Baker.  Do  you  think  we  ought  to  advocate  that  be  elimi- 
nated fTxim  most  bank  closing  documents? 

Mr.  Mount.  It's  a  product  that  we  have  purposely  not 
offered 

Mr.  Baker.  Is  it  risky? 

Mr.  Mount.  In  our  particular  bank. 

Mr.  Baker.  Is  it  risky? 

Mr.  Mount.  No,  I  don't  think  it^s  necessarily  risky. 

Mr.  Baker.  Soyou  necessarily  don't  think  irs 

Mr.  Mount.  The  type  of  lending  that  we  do,  it^s  not  necessany 
for  us  to  offer  that  type  of  product 

Mr.  Baker.  And  as  a  policy  matter,  do  you  believe  the  IBAA 
would  be  for  or  against  the  check-off  box  for  credit  life  insurance? 
Don't  know? 

Mr.  Mount.  In  my  opinion,  I'm  not  sure  that  they  would  be  for 
that. 

Mr.  Baker.  OK.  So  we're  no  on  credit  life,  but  we're  yes  on  town 
of  5,000. 

Do  you  support  the  repeal  of  Glass-Steagall? 

Mr.  Mount.  No,  we  do  not  support  the  repeal  of  Glass-Steagall. 

Mr.  Baker.  Interesting. 

Should  banks  be  restricted  in  business  activities  that,  in  our 
a^eed-upon  view,  is  risky  to  the  taxpayers'  deposit  insurance?  For 
example,  111  be  specific,  derivatives  trading.  I  would  presume  your 
institution  does  not  have  any  interest  in  touching  derivatives. 

Mr.  Mount.  No,  we  do  not. 

Mr.  Baker.  Do  you  believe  that  the  reason  for  limiting  the  ex- 
pansion of  bank  products  is  due  to  the  inherent  nature  of  the  prod- 
ucts you  might  sell,  that  the  risk  you  might  assume  would  be  un- 
reasonable and  thereby  lead  to  a  raid  on  deposit  insurance  funds? 

Mr.  Mount.  That's  certainly  possible. 

Mr.  Baker.  Should  we,  therefore,  on  that  basis,  then  outlaw  the 
sale  of  derivatives? 

Mr.  Mount.  No.  I  think  that  if  you  have  a  situation  where  the 
larger  banks  especially  are  involved  in  derivatives  imd  fully  under- 
stand what  they  are  doing,  no,  I  don't  think  that  that  should  be 
cut  out.  I  think  with  the  smaller  banks,  they  don't  use  t^e  product 

Mr.  Baker.  What  about  the  sale  of — or  rather,  not  sale — the  un- 
derwriting of  municipal  revenue  bonds.  Is  that  a  risky  proposition? 

Mr.  Mount,  No,  it's  not  a  risky  proposition. 

Mr.  Baker.  So  you  would  be  supportive  of  banks  engaging  in 
that  activity? 

Mr.  Mount.  Yes. 

Mr.  Baker.  So  if  we  were  to  look  at  the  world  that  the  IBAA  now 
purports — oh,  one  other  question.  Since  risk  aversion  is  the  prin- 
cipal goal  of  the  IBAA's  position,  do  we 

Mr.  Mount.  I  hope  risk  aversion  is  the  goal  of  all  of  us. 

Mr.  Baker.  Oh,  certainly. 

Mr.  Mount.  Not  just  the  IBAA. 

Mr.  Baker.  Vm  trying  to  understand. 

Do  you  think  that  based  on  the  practices  of  the  1980's  and  1990's 
with  regard  to  banks  and  thrifts,  that  real  estate  development 
loans  should  be  greatly  limited? 
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Mr.  Mount.  I  think  that  real  estate  development  loans  should  be 
looked  at  very  carefully  in  terms  of  underwriting  guidelines.  I 
think  they  became  very  lax  in  the  1980'8. 

Mr.  Baker.  Do  you  think 

Mr.  Mount.  I  think  public  poli^  made  some  changes 

Mr.  Baker.  Fm  sony,  but  Tm  getting  close  and  I  don't  know  how 
far  ni  be  able  to  go  on  my  questions. 

Mr.  MotJNT.  Yes. 

Mr.  Baker.  I  don't  want  to  not  allow  you  to  answer,  but  the 
chairman  may  give  you  broader  discretion  to  respond. 

Chairman  Leach.  I  would  certainly  like  to  give  you  a  little 
broader  discretion,  Richard. 

Mr.  Baker.  Thank  you. 

With  regard  to  the  issue  of  startup  businesses  or  small  business 
loans,  do  you  think  they  should  be  more  sufficiently  guarded 
against  because  they  tend  to  be,  along  with  real  estate  development 
loans,  the  most  risky  loans  a  bank  can  make?  Should  we  require 
even  higher  capitalization  levels  against  those  tvpes  of  activities? 

Mr.  Mount.  No,  I  would  disagree  with  that,  only  from  the  stand- 
point that  in  a  communitv  bank,  those  startup  businesses — the  peo- 
ple that  are  starting  the  businesses,  we  know  them  and  know  them 
very  well,  they  have  been  in  the  community  for  a  long  period  of 
time,  and  you  look  a  little  bit  more  at  character  there  than  what 
you  may  look  at  balance  sheets.  So,  no,  I  would  disagree  with  that. 

Mr.  Baker.  So  you  generally  think  that  real  estate  development 
loans,  startup  business  loans,  activities  of  that  sort,  broker  sale  of 
insurance  within  the  bank,  perhaps  credit  life,  perhaps  underwrit- 
ing municipal  revenue  bonds,  those  are  all  acceptable  commodities 
for  banks  currently  regulated  to  engage  in  without  reason  of  risk 
being  a  concern? 

Mr.  Mount.  Again,  in  a  community  bank,  where  you  know  the 
customer,  yes,  I  would  agree  with  that. 

Mr.  Baker.  What  about  real  estate  brokerage?  Is  brokerage  the 
issue  or  is  it  the  product  that's  the  issue?  If  you  are  going  to  allow 
banks  to  sell  insurance,  should  they  be  allowed  to  sell  real  estate? 

Mr.  Mount.  No,  I  don't  think  they  should  be  allowed  to  sell 

Mr.  Baker.  So  what's  the  distinction  in  risk  between  the  sale  of 
an  insurance  product  and  a  real  estate  product?  You  are  only  at 
risk  for  the  brokerage  fee  and  nothing  else.  Is  there  a  difference  in 
your  mind  in  the  two  products? 

Mr.  Mount.  Yes,  I  think  there  is.  Basically  that  risk  being  that, 
as  far  as  the  real  estate  product  goes,  it  can  change  in  market 
value  over  night. 

Mr.  Baker.  But  you  don't  own  it;  you're  only  acting  as  a  broker. 
I'm  not  advocating  the  ownership  and  sale  and  direct  investment 
in  real  estate;  we  all  know  that's  risky.  I'm  simply  saying  as  to  the 
brokerage  element  that  we  are  allowing  imder  the  insurance  rules 
that  you  say  is  acceptable,  why  not  allow  real  estate  brokerage?  It's 
the  same  activity;  we  don't  own  it;  we're  simply  marketing  it  and 
we  get  a  commission.  If  the  sale  doesn't  close,  we  don't  get  any- 
thing. Is  that  an  unreasonable  extension  of  practice  for  a  bank  to 
be  involved  in? 

Mr.  Mount.  In  my  opinion,  it  is. 
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Mr.  Baker.  OK.  Well,  then,  as  I'm  understanding  the  view,  i^s 
a  product-by-product  analysis. 

Mr.  Mount.  Rig^t 

Mr.  Baker.  There  are  some  things  we  should  do  and  some  things 
we  shouldn't,  but  it  relates  to  the  product  and  not  the  inherent 
business  practice. 

See,  I  nave  trouble  with  that  In  light  of  the  statement  with  re- 
gard to  un-American  activities  in  the  written  record  here,  I  think 
it's  un-American  by  contrast  to  tell  someone  what  product  they  can 
or  cannot  market  as  long  as  there  is  no  untoward  risk  assumed  by 
the  taxpayer. 

Let's  say  for  a  moment  we  can't  reach  agreement  on  which  pTodr 
ucts  can  or  cannot  be  sold,  but  we  agree  uiere  is  risk  in  the  mar- 
ketplace.  Let's  talk  about  derivatives. 

If  someone  wishes  to  engage  in  derivative  sales  and  you  say  we 
shouldn't  limit  them,  as  I  believe  you  said  earlier,  should  we  do 
something  to  protect  taxpayer  interest  and  talk  about  deposit  in- 
surance? Should  we  not  allow  deposit  insurance  under  its  current 
structure  to  be  fully  offered  to  an  institution  which  engs^s  in  de- 
rivatives practices  simply  because  they  engage  in  those  products  or 
services,  or  do  you  believe  at  all  cost  deposit  insurance  in  its  cur- 
rent form  should  not  be  modified  in  any  way  whatsoever? 

Mr.  Mount.  I  don't  believe  deposit  insurance  should  be  modified 
at  this  point  in  time. 

Mr.  Baker.  So  that  if  we  don't  limit  the  taxpayer  risk  by  taking 
the  insurance  policy  away,  then  our  only  choice  is  to  pick  and 
choose  which  products  banks  may  be  able  to  offer  within  their  serv- 
ice window. 

Mr.  Mount,  Congressman  Baker,  one  of  the  problems  you  have, 
I  think,  is  you're  dealing  with  two  entities  here.  You  are  dealing 
with  a  large  bank  environment  and  a  small  bank  environment,  and 
I  think  the  two  are  distinctly  different. 

Mr.  Baker.  My  point  exactly. 

Mr.  Mount.  OK. 

Mr.  Baker.  Now,  if  we  were  able  to  devise  a  system  where  we 
could  leave  $29  million  institutions  alone  with  multiple  accounts 
insured,  with  limited  product  diversity,  and  you  could  go  on  your 
merry  path  and  sell  exactly  what  you  sell,  and  there  was  another 
system  wherel^  larger  institutions  who  wanted  to  engage  in  broad- 
er risks  with  lesser  deposit  insurance  coverage  available  to  them 
as  a  result  of  enga^ng  in  that  risk,  would  it  not  make  sense  for 
you  to  have  two  parallel  sets  of  regulation  allowing  capital  to  be 
used  in  the  marketplace  where  business  owners  deem  it  best  rather 
than  having  the  government  set  regulations  in  place  which  deter- 
mine profitability? 

Mr.  Mount.  In  a  perfect  world,  yes.  But  this  is  not  a  perfect 
world.  I  think  the  problem  you  have  there  is  the  fact  that  there  is 
no  way  that  you  can  possibly  guarantee  this  industry,  that  too-big- 
to-fail  is  going  to  go  away,  regardless  of  what  you  ao  with  deposit 
insurance. 

Chairman  Leach.  Would  the  gentleman  yield  for  a  question? 

Mr.  Baker.  Just  one  second  and  I  will  be  happy  to.  I  want  to  fol- 
low up  just  on  that  point.  I  will  be  glad  to  yield. 
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Chairman  Leach.  I  just  want  to  get  a  clarification  because  I  am 
learning  a  lot  from 

Mr.  Baker.  By  all  means,  I  would  be  happy  to  yield.  I'm  sorry, 
I  misunderstood. 

Chairman  Leach.  You  talk  about  lesser  deposit  insurance.  What 
do  you  envision  when  you  ask  that  question  or  when  you  suggest 
that? 

Mr.  Baker.  I  am  just  talking  philosophical!;^.  I  don't  have  a  pro- 
posal to  put  before  the  gentleman  this  morning  but  I  think  it  is 
something  that  we  should  reco^ize.  If  we  are  going  to  allow  finan- 
cial market  players  to  get  in  things  when  we  don't  fully  understand 
the  associated  risk,  we  should  back  off  a  little  bit  from  what  the 
taxpayer  is  willing  to  underwrite.  "That  is  open  for  discussion. 

Chairman  Leach.  A  lesser  amount  would  be  possible? 

Mr.  Baker.  Yes,  sir. 

Chairman  Leach.  Thank  you.  Please  proceed. 

Mr.  Baker.  Sure.  And  I  think  I  have  abused  my  time. 

Chairman  LEACH.  If  you  would  like  one  more  question,  you  are 
free. 

Mr.  Baker.  Just  eis  a  followup,  I  do  appreciate  the  chairman's  ex- 
tensive courtesies  this  morning  because  it  is  a  big  sutgect  and  we 
have  touched  a  lot  of  areas  and  I  hate  to  be  so  quick  in  moving 
from  one  to  the  other  and  would  be  more  than  welcome  to  speak 
to  Mr.  Guenther  at  his  convenience  or  others  about  the  develop- 
ment of  this  plan  when  he  has  occasion  to  come  by. 

But  the  principal  interest  here  is  devising  a  system  that  would 
allow  both  interests  to  survive  in  a  modem  changing  world.  I 
think  we  can  agree  on  this.  Is  the  biggest  threat  to  community 
banking  in  America  really  the  growth  and  expansion  of  large  banks 
or  is  it  more  appropriately  the  risk  that  we  assume  from  the 
growth  of  nonregulated  financial  entities  who  offer  every  conceiv- 
able financial  service  available  without  regulation  except  checking 
accounts  and  some  of  those  money  market  funds  took  pretty  funny 
to  me.  What  do  you  think? 

Mr.  Mount.  I  think  the  risk  is  in  both  areas.  I  don't  think  you 
can  say  it  is  one  or  the  other,  I  think  it  is  both. 

Mr.  Baker.  Thank  you.  I  appreciate  your  courtesy. 

Chairman  Leach.  Before  turning  to  this  side,  let  me  just  stress 
that  in  the  bill  I  have  introduced  we  have  a  holding  company  struc- 
ture. That  holding  company  structure  is  designed  to  take  non- 
federal insured  deposits  and  put  added  capital  at  risk.  Using  that 
holding  company  structure  takes  the  risk  out  of  the  system  mr  de- 
posit insurance. 

If  you  work  within  a  subsidiary  structure  as  the  Administration 
suggests,  you  obviously  increase  the  risk  to  the  deposit  insurance 
system.  But  the  technique  we  have  developed  is  one  of  taking  ac- 
tivities that  may  or  may  not  be  riskier  and  requiring  them  to  be 
dealt  with  in  a  separately  capitalized  circumstance. 

Ms.  Roybal-Allard. 

Ms.  Roybal-Allard.  Mr.  Roberts,  on  page  9  of  your  written  tes- 
timony^you  state  that  sections  23A  and  23B  insulate  banks  from 
their  aMliates  and  effectively  restrict  harmful  loan  security  trans- 
actions between  banks  and  their  affiliates.  Yet  history  has  shown, 
for  example,  in  1987  CcHitinental  Illinois  Bank  succeeded  in  trans- 
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ferring  funds  to  its  security  operations  of  the  bank  holding  com- 
pany under  the  very  noses  of  the  FDIC  and  the  OCC  regulators 
who  were  actually  at  the  holding  company  monitorine  real  time 
transactions  and  we're  also  very  much  aware  of  what  nas  just  re- 
cently happened  to  the  200-year-old  British  merchant  bank, 
Barings,  wnich  just  collapsed  as  a  result  of  one  of  its  rogue  security 
traders. 

These  are  reasons  why  I,  and  I  know  others,  have  been  very 
skeptical  about  the  durability  of  firewalls.  Adding  to  that  skep- 
ticism, last  week  Chairman  Greenspan  said  in  his  testimony  that 
"^rewalls  melt  in  times  of  crises."  Could  you  comment  on  that  and 
hopefully  help  make  those  of  us  that  are  skeptical  feel  a  little  more 
secure  as  to  the  fact  that  these  firewalls  will  in  fact  work.  What 
has  happened  to  change  things  or  to  make  them  stronger  so  that 
we  don  t  see  the  kind  of  abuses  that  have  happened  in  the  past? 

Mr,  Roberts.  I  will  be  glad  to  comment  on  that.  You  really  cover 
the  whole  waterfront  in  that  question  so  I  may  break  it  down  a  lit- 
tle bit 

Number  one,  23A  and  23B  ven^  much  limit  the  terms  and  condi- 
tions of  transactions  between  affiliates  within  the  holding  company 
to  be  like  terms  and  conditions  with  outside  parties  ana  so  should 
be  very  effective  in  isolating  and  protecting  the  capital  of  the  in- 
sured institution.  Let's  take  each  of  your  examples  one  at  a  time. 
What  actually  precipitated  a  difficult  situation  at  Continental  was 
liquidity,  not  capital. 

As  you  probably  recall  in  the  state  of  Illinois,  there  was  at  that 
time  no  branch  banking  and  Continental  basically  relied  on  the 
wholesale  funding  market  for  the  institution.  That  is,  they  had  to 
go  out  and  buy  mnds  external  to  the  market  as  opposed  to  some- 
one, let's  say,  like  Bank  of  America,  who  has  a  very  dispersed  base 
of  core  deposits.  As  you  recall,  that  was  the  first  time  the  Euro- 
dollar market  participants  actually  turned  their  backs  on  selling 
funds  into  an  institution. 

Your  other  point,  with  regard  to  the  most  recent  Barings  episode, 
could  even  be  broader  to  include  such  things  as  Orange  County  and 
Procter  Gamble.  When  you  look  at  what  caused  these  problems,  it 
is  really  not  the  transactions,  it  is  not  securities,  it  is  not  deriva- 
tives. What  really  is  a  problem  is  the  lack  of  controls,  lack  of  ade- 
quate policies  and  basically  flawed  individual  strat^es.  I  contend 
those  are  what  caused  the  problems. 

I  will  also  tell  you  that  our  own  institution  runs  itself  using  pru- 
dent, smart  best  business  practices,  and  that  is  the  kejr  to  li^utiI^' 
risk.  I  don't  really  believe  that  properly  constructed  firewalls  and 
so  forth  will  melt  down,  particularly  in  the  current  regulatory  envi- 
ronment, even  to  the  point  of  having  cease  and  desist  orders.  Also, 
internal  management  controls  and  also  external  checks  and  bal- 
ances, including  external  audits  bring  to  surface  very  quickly  any 
"abuse"  that  may  take  place. 

Ms,  Roybal-Allahd.  My  next  question  is  for  Mr.  Mount.  Sec- 
retary Rubin  talked  about  a  one-stop-shopping  concept  wherebv 
community  banks  could  offer  their  customers  a  broad  range  of  fi- 
nancial service  products.  In  addition,  Mr.  Greenspan  suggested 
that  community  banks  that  have  established  relationships  with 
area  businesses  are  in  a  unique  position  to  provide  such  businesses 
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with  access  to  the  capital  maritets.  Could  you  comment  on  their 
positions. 

This  was  in  the  response  to  whether  the  repeal  of  the  Glass- 
Steagall  Act  would  benefit  or  hurt  community  banks. 

Mr.  Mount.  The  problem  I  see  with  tha^  of  course,  is  the  fact 
that  the  community  banks,  most  of  them,  do  not  have  the  capital, 
the  expertise,  the  wherewithal  to  actually  get  involved  in  some  of 
the  issues  that  the  m^jor  banks  would  be  able  to  ^t  involved  in. 
So  I  don't  see  any  real  advantage  to  repesil  of  Glass-Steagall  for  the 
small  community  bank  because  they  are  not  going  to  get  into  that 
integrated  market  like  the  m^'or  baiiks. 

Ms.  Roybal-Allahd.  Thank  you. 

Chairman  Leach.  Thank  you. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  Good  morning. 

I  wonder  if  I  could  address  a  couple  of  questions  to  Mr.  Mount, 
if  I  could,  just  to  clarify  a  few  points.  I  understand  that  there  has 
been  an  expression  of  concern  about  the  repeal  of  Glass-Steagall. 
Does  that  extend  to  any  of  the  reform  proposals  within  either  Mr. 
Leach's  bill,  Mr.  BakePs  bill  or  the  Administration's  proposal?  Is 
there  anything  in  there  you  think  has  got  merit? 

Mr.  Mount.  Yes,  I  think  there  are  certain  items  within  the 
Leach  bill  that  do  have  merit 

Mr.  Lazio.  Which  are  they? 

Mr.  Mount,  Number  one,  of  course,  is  the  Federal  Reserve  re- 
maining the  regulator  for  the  holding  company.  I  think  that  is  ex- 
tremely important.  I  think  the  firewalls  that  nave  been  built  into 
the  Leach  bill  are  far  stronger  than  what  we  see  in  both  the  Baker 
bill  and  also  the  Administration  bill. 

We  still  have  some  concerns  about  firewalls.  I  tend  to  believe 
that  in  the  case  of  an  emergen^,  those  firewalls  will  melt  and  it 
doesn't  make  any  difference  how  much  capital  you  have.  Take  a 
look  at  the  Barings  bank  as  a  prime  example.  I  am  sure  when  they 
were  trying  to  protect  their  own  fiinds  that  they  had  built  in  fire- 
walls and  protections  and  those  failed  and  if  they  failed  on  that 
basis,  I  don't  see  that  you  can  assure  me  that  you  are  going  to  be 
able  to  put  any  regulatory  firewalls  in  that  will  not  fail  in  a  like 
situation. 

Mr.  Lazio.  Would  you  advocate  the  continuance  of  the  status  quo 
in  terms  of  competition  and  diversity? 

Mr.  Mount.  I  would  advocate  that,  as  far  as  the  community 
banks  go,  we  at  this  point  in  time  do  not  completely  favor  repe^ 
of  Glass-Steagall.  However,  we  are  well  aware  of  the  fact  that 
change  happens.  We  just  want  to  make  sure  that  whatever  changes 
are  made  are  well  thought  out  before  they  are  made. 

Mr.  Lazio.  Are  you  prepared  to  advocate  the  change  that  you  are 
talking  about? 

Mr.  Mount.  I  am  prepared  to  say  that  we  have  more  faith  in 
Congressman  Leach's  proposal  than  we  do  the  other  two  proposals 
at  this  point  in  time  and  we  need  to  study  that  proposal  in  more 
depth  before  we  make  a  final  decision. 

Mr.  Lazio.  Is  there  anvthing,  any  regulatory  change  that  you 
could  envision,  that  would  increase  or  allow  increased  competition 
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would  allow  your  members'  portfolio  or  asset  portiblio  t4>  be  broad- 
ened or  diversified  that  you  diink  you  could  support? 

Mr.  Mount.  I  think  we  could  support  a  lot  of  things.  Number  one 
is  regulatory  relief.  I  think  if  we  had  that,  we  could  become  far 
more  competitive  than  we  are  now.  I  think  you  need  to  look  at 
CRA.  I  think  a  reformed  Federal  Home  Loan  Bank  System  is  ex- 
tremely important. 

I  guess  my  concern  is  some  of  the  issues  we  see  comin|[  up,  de- 
posit insurance  as  another  example,  FICO,  SAIF  in  my  opmion  are 
probably  more  critical  to  our  industry  right  now  than  spending  the 
time  with  regard  to  Glass-Steagall. 

Mr.  Lazio.  Is  there  anything  focusing  on  the  subject  matter  with- 
in the  hearings  that  we  nave  had  so  far  in  GlasB-Steagall  that  you 
feel  would  behoove  your  member  banks  in  terms  of  increasing  com- 
petition? Maybe  I  should  frame  that  a  little  bit  more  ti^tly. 

Mr.  Mount.  I  think  you  should. 

Mr.  Lazio.  Could  you  answer  that  question? 

Mr.  Mount.  That  is  a  wide  open  one. 

Mr.  Lazio.  In  terms  of  what  we  have  discussed  in  these  hearings, 
is  there  anything,  any  regulatory  change  that  you  can  envision  diat 
would  behoove  your  member  banks? 

Mr.  Mount.  I  think  some  of  the  proposals  in  Chairman  Leach's 
bill,  yes,  we  could  take  a  look  at  that.  Th^  would  need  fiirther 
study  but  it  is  something  that  we  would  certainly  be  willing  to  look 
at. 

Mr.  Lazio.  Fd  like  to — and  I  know  my  time  is  running  out  as 
well — if  I  could  just  ask  a  question  ofMr.  Roberts. 

I  wonder  if  you  can  express  the  ABA's  position  on  the  two  issues, 
really,  the  nonbank  bank  and  the  provision  which  repeals  the  uni- 
taiy  Uirift  holding  company  exemption  but  grandfathers  existing 
institutions.  Coulayou  give  us  some? 

Mr.  Roberts.  I  would  like  to  get  back  to  you  on  that  after  check- 
ing with  the  ABA  in  order  to  be  very  specific  with  you,  if  that  is 
all  right 

Mr.  Lazio.  OK. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Lazio. 

Ms.  Velazquez. 

Ms.  Velazquez.  Thank  you,  Mr.  Chairman. 

I  want  to  address  my  question  to  Mr.  Roberts  and  Mr.  Mount 

Last  week.  Chairman  Greenspan  was  questioned  on  the  danger 
of  a  concentration  of  economic  power  in  very  lai^e  financial  institu- 
tions under  the  proposals  before  this  committee.  His  response  was 
that  small  institutions  have  a  competitive  niche  that  large  institu* 
tions  won't  be  able  to  breach. 

Mr.  Roberts,  do  you  agree?  Will  small  institutions  survive  Glass- 
Steagall  reform? 

Mr.  Roberts.  Will  smalt  institutions  do  what  now? 

Ms.  Velazquez.  Will  survive  Glass-Steagall  reform? 

Mr.  Roberts.  Oh,  absolutely.  I  have  no  doubt  in  my  mind  on 
that. 

Ms.  Velazquez.  Mr.  Mount,  could  you  comment  on  Chairman 
Greenspan's  comments?  What  would  be  the  impact  for  consumers 
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if  small  institutions  experienced  greater  competition  from  large 
institutions? 

Mr.  Mount.  I  think  it  would  make  it  a  much  more  difficult  situa- 
tion than  what  we  are  facing  today.  We  just  don't  have  the  re- 
sources as  a  small  bank  to  provide  the  types  of  services  that  are 
being  discussed  today.  We  don't  have  the  financial  resources  nor  do 
we  have  the  people  to  do  that.  So,  yes,  I  think  there  would  be  an 
effect  on  the  small  community  bank. 

Ms.  Velazquez.  Mr.  Roberts,  in  his  testimony,  Mr.  Mount  sug- 
gests that  banks  might  be  tempted  to  allocate  credit  to  affiliates 
with  Glass-Steiigall  reform,  even  if  that  would  not  be  the  most  pro- 
ductive use  of  that  capital.  If  I  understand  your  position,  you  con- 
tend that  Glass-Steagall  reform  would  lead  to  greater  efficiency. 

Can  you  comment  on  Mr.  Mount's  statement? 

Mr.  Roberts.  I  will  be  glad  to.  If  you  look  at  the  earnings  equa- 
tion of  a  financial  institution,  you  have  interest  earned  on  assets, 
you  have  interest  costs  on  deposits,  you  have  other  income,  other 
expenses,  taxes  that  equal  bottom  line.  The  more  diversification 
you  have  in  that  "other  income"  category,  the  more  you  smooth  out 
the  cyclical  nature  of  earnings,  and  one  counterbalances  the  other. 
In  other  words,  the  more  sources  of  revenue,  the  more  stable  the 
revenue  stream  should  be  and  therefore  the  retention  of  capital 
over  time  should  be  enhanced. 

Ms.  Velazquez.  Would  you  like  to  respond,  Mr.  Mount? 

Mr.  Mount.  You  know,  that's  fine  if,  again,  you  are  able  to  offer 
all  those  services  that  the  major  banks  are  able  to  ofTer.  All  I  am 
saying  is  a  community  bank,  a  $40  million  community  bank  in  a 
rural  commimity,  simpiv  does  not  have  the  resources  to  do  those 
things,  thus  they  would  be  at  a  competitive  disadvantage. 

Ms.  Velazquez.  Thank  vou,  Mr.  Chairman. 

Chairman  Leach.  ThanK  you,  Ms.  Velazquez. 

Mr.  Royce?  Excuse  me,  Mr.  Royce.  We  haven't  called  on  Mrs. 
Roukema.  No? 

Mr.  Royce. 

Mr.  Royce.  Thank  you,  Mr.  Chairman. 

The  debate  that  we  have  today  on  Glass-Steagall  comes  at  a  time 
that  is  rather  precarious  for  the  U.S.  economy.  The  dollar  has 
dropped  to  new  tows  against  many  foreign  currencies,  Mexico  con- 
tinues its  downward  spiral  despite  intervention  and  investors  in 
Japan  are  in  a  major  cash  crunch  that  does  not  seem  to  be  letting 
up. 

In  our  heavily  globalized  market,  I  am  wondering  if  the  U.S. 
banks  and  the  stock  market  and  the  commercial  investments  are 
not  in  more  danger  than  we  are  willing  to  admit.  And  my  question 
is,  in  what  ways  do  you  believe  financial  modernization  strengthen- 
ing through  the  types  of  bills  we  are  talking  about  today  will  help 
the  banking  industry  in  future  competing  markets  botn  domestic 
and  abroad. 

I  will  ask  that  of  Dick  Roberts.  If  I  could  get  inside  your  head, 
Dick,  and  ask  you  for  your  thoughts  of  where  this  will  take  us  at 
this  precarious  time. 

Mr.  Roberts.  Thank  you,  sir. 

The  first  issue  you  raised  is  one  of  intervention  in  the  currency 
markets.  First  of  all,  I  don't  think  intervention  is  a  long-term  cure; 
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it  is  a  short-term  band-aid.  So  the  central  banks  can  perform  inter- 
vention  and  you  may  get  some  balance  but  the  fundamentals  have 
to  be  in  place  for  currency  parities  to  be  stable. 

In  order  for  currencies  to  be  in  stable  parity  between  trading 
partners,  let's  say,  then  you  need  a  healthy  economic  environment. 
And  a  healthy  economic  environment  requires  an  ability  to  transfer 
capital  around  in  an  ef^cient,  Quick,  low-cost  manner.  This  pro- 
vides a  foundation  for  a  strong  economy  which  then  provides  a 
foundation  for  a  strong  currency. 

Mr,  ROYCE.  Let  me  follow  up  with  another  question  for  you,  Dick. 
The  Treasuiy  Department  as  part  of  its  financial  modernization 
package  is  proposing  that  an  intereigency  committee  be  estabUshed 
to  determine  capital  standards  for  holding  companies  that  have 
less  than  half  their  assets  in  banks  and  thrifts. 

Do  you  support  the  creation  of  such  an  interagency  committee 
and  do  you  think  that  is  necessary  for  capital  standards? 

First  111  ask  the  position  of  the  organization  but  then  I  would 
like  to  just  have  some  of  your  own  views  on  that. 

Mr.  Roberts.  I  believe  and  the  ABA  believes  in  functional  regu- 
lation and,  by  setting  up  this  council,  it  seems  like  we  are  getting 
so  many  hands  in  the  pie  that  it  may  be  a  cumbersome  organiza- 
tion. I  quite  frankly  go  back  to  the  functional  regulation  as  opposed 
to  the  coimcil  made  up  of  many,  many  different  ones. 

Mr.  ROYGE.  I  see.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  LEACH.  Thank  you. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

I  have  a  few  questions  I  would  like  to  ask.  The  first  is — ^I  meant 
to  ask  this  last  week  when  we  had  some  of  the  r^ulators  in,  but 
I  will  ask  this  group. 

We  talked  a  little  bit  about  revenue  bond  underwriting  and  obvi- 
ously there  is  a  difference  between  a  municipal  revenue  bond  and 
a  general  obligation  bond.  The  question  I  have,  and  I  just  don't 
know,  in  the  proposals  that  are  before  us,  if  we  grant  that  author- 
ity, is  that  going  to  cause  any  differential  in  the  regulatory  struc- 
ture between  a  bank  and  a  broker/dealer  in  terms  of  capital 
requirements? 

Mr.  Roberts.  Could  I  take  that,  please?  I  absolutely  positivelv 
endorse  the  structure  that  the  chairman  has  put  in  his  nill  that  al- 
lows municipal  revenue  bond  underwriting  in  the  bank,  and  the 
reason  I  do  that  is  that  the  expertise  has  long  resided  in  the  bank 
on  underwriting  or  investing  in  or  making  a  loan  to  municipal 
issuers. 

The  banking  unit  is  the  closest  to  that  local  community  as  welt 
and  knows  it  better  than  any  far-removed,  let's  say  Wall  Street 
people,  who  may  or  may  not  even  care  to  go  down  to  the  redly 
small  local  community. 

But  in  addition  to  that,  I  believe  strongly  that  this  country  is 
about  to  face  a  very  serious  problem  with  our  infrastructure.  We 
have  road  systems  that  really  are  in  disarray,  bricks  that  you 
read  about  in  the  newspaper  where  a  piece  of  concrete  hits  a  per- 
son in  the  head  as  he  drives  down  the  road,  water  and  sewer  sys* 
terns  that  are  a£^ng  and  are  really  crumbling,  quite  frankly,  imd 
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could  pose  hazards.  So  I  think  allowing  banks  to  underwrite  reve- 
nue muni-bonds  is  very  critical. 

Also,  by  the  way,  on  the  issue  of  risk  that  I  think  you  are  refer- 
ring to,  it  could  be  interpreted,  and  this  is  just  my  view,  that  pos- 
sibly the  risk  on  a  water  and  sewer  revenue  bond  G'm  talking 
about  Dublic  service  revenue  bonds)  could  even  be  lower  than  the 
GO  obligation  of  the  mimicipality  because  when  customers  turn 
their  water  faucet  on,  they  want  some  water  coming  out  of  there, 
and  ^ev  are  goinE  to  pay  their  water  bill. 

Mr.  Bentsen,  it  I  could  reserve  my  time,  actually  1  came  out  of 
the  municipal  bond  industry  and  travelled  to  a  lot  of  towns  and 
was  with  a  broker/dealer,  so  I  understand  the  competitive  nature. 
I  think  you  are  right  about  water  and  sewer  bonds  may  be  com- 
pared to  some  other  GO  bonds,  but  multifamily  housing  revenue 
bonds,  maybe  that  is  not  such  the  case,  that  there  is  a  little  more 
risk. 

But  I  guess  my  question  is  not  so  much  related  to  risk,  and  I 
would  like  to  ask  some  others,  but  is  there  going  to  be  any  dif- 
ference in  the  underwriting  requirements  that  a  broker/dealer 
would  have  to  achieve  versus  a  commercial  bank?  And  I  would 
think  that  if  there  is,  we  ought  to  look  at  that  because  I  don't  think 
there  should  be  a  dinerence. 

I'm  not  so  sure  I  oppose  the  underwriting.  Banks  already  can  un- 
derwrite certain  types  of  revenue  bonds  as  they  are  for  teaching 
hospitals  and  things  like  that,  and  I  think  we  ought  to  maybe 
make  that  more  uniform. 

Let  me  ask  this  of  all  of  you  all.  Last  week  we  had  the  regu- 
lators here  and  the  chairman  of  the  Fed  said  that  we  should  look 
at  regulatory  reform,  in  response  to  a  question  that  I  asked,  he 
said  that  we  should  look  at  regulatory  reform  after  we  have  gone 
through  this  process  of  reforming  or  repealing  Glass-Steagall. 

I  would  ask  you  whether  or  not  you  think  that  that  is  maybe  put- 
ting the  cart  before  the  horse,  because  my  question  is  whether  we 
talk  about  some  form  of  lunctional  regulation  in  the  different  pro- 
posals, whether  it's  Chairman  Leach's  or  Mr.  Baker's  or  the  Admin- 
istration's, they  talk  about,  in  particular  Mr.  Baker,  committees  of 
the  regulators  who  will  look  at  these  new  super  banks  or  new 
banks  that  we  will  have,  and  I'm  curious  whether  or  not,  going 
through  this  process,  that  we  shouldn't  look  at  this;  and  second  of 
all,  do  we  run  the  risk  of  saying  well,  we  will  look  at  it  later,  we 
go  ahead  and  we  repeal  Glass-Steagall  or  do  what  we  do  to  it,  and 
then  we  let  that  slip  and  we  end  up  having  a  cumbersome  regu- 
latoiy  regime. 

Mr.  Roberts.  That's  a  complex  issue.  I  mean,  one  could  say  it^s 
like  the  chicken  and  the  egg  here. 

I  think  the  proper  approach  would  be  to  try  and  parallel  as  you 
go  throu^  step  1,  step  2,  on,  let's  say,  the  repeal  of  Glass-Ste^all, 
and  the  way  tnat  unfolds,  then  you  nave  a  parallel  on  the  regu- 
latoiy  side  as  well.  So  by  the  time  you  get  to  tne  closure,  the  struc- 
ture falls  out  automatically. 

Mr.  Freeman.  I  think  I  a^ee  wholeheartedly.  It  seems  to  me, 
though,  that  you  have  to  decide  what  kind  of  a  system  you  want, 
and  then  you  design  a  regulatory  system  to  take  care  of  it  To  set 
the  regulatoiy  system  before  it,  I  think,  puts  handicaps  in  place  or 


DigiiizedbyCjOO*^IC 


32 

hurdles  that  do  not  make  for  a  smooth-running  organization.  So,  I 
mean,  let's  decide  what  you  want  to  do  for  the  banking  industry 
and  then  let's  put  the  overlay  on  top  to  protect  it 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Bentsen. 

Mr.  Ehrlich. 

Mr.  Ehruch.  No  questions. 

Chairman  Leach.  Mr.  Barr. 

Mr.  Barr.  Thank  you,  Mr.  Chairman. 

Insofar  as  I  understand,  we're  not  really  talking  about  creating 
any  new  types  of  investments  here  and  we're  really  not  talking 
about  creating  any  new  wholly  new  mechanisms  for  making  those 
investment  opportunities  available  to  investors,  large  or  small,  but 
really  what  we're  talking  about  here,  Mr.  Chairman,  is  basically  to 
some  extent  changing  the  way  in  which  existing  entities  can  offer 
existing  investment  opportunities  to  investors. 

I  would  just  appreciate  some  thought  from  some  of  these  panel 
members,  and  I  don't  mean  this  to  indicate  that  I  am  for  or  against 
the  reforms  that  we  are  talking  about  here.  I  have  a  very  open 
mind  on  this  as  a  new  member  of  this  committee.  But  what  does 
it  mean  or  what  would  the  reforms  we're  talking  about  here  mean 
to  an  average  investor,  if  anything,  and  I  suspect  the  answer  is 
there  is  something  that  it  would  mean  to  that  average  consumer. 

Mr.  Croessmann.  If  I  could  perhaps  begin  on  that  one,  I  think 
you  are  right.  Congressman. 

In  the  case  of  our  institution,  for  example,  in  New  England,  right 
now  customers  who  might  be  interested  in  purchasing  deposit  prod- 
ucts, securities  products  such  as  mutual  funds,  or  annuities  prod- 
ucts, would  need  to  do  that  through  three  individuals — three  dif- 
ferent people  and  three  different  structures,  which  is  obviously 
awkward  for  the  consumer.  They  really  are  looking  for  one  person 
to  help  them,  and  yet  we  have  people  who  work  for  the  bamk,  peo- 
ple who  work  for  tne  brokerage  subsidiary  of  the  bank,  and  people 
who  work  for  a  third  party  firm  who  actually  sell  annuities  on 
bank  premises.  It's  inconvenient,  it's  awkward,  it's  not  what  the 
consumer  wants. 

So  reform  would  enable  us  to  bring  those  things  together  more 
to  the  advantage  of  the  consumer,  making  it  much  more  convenient 
for  him  or  her  to  get  the  information  that  he  or  she  wants  and  to 
be  able  to  do  it  at  one  place,  at  one  time. 

Mr.  Barr.  Would  other  members  of  the  panel  give  me  their  re- 
sponse, too,  please. 

Mr.  MOUNT.  That's  probably  true  to  a  certain  extent,  but  that 
also  creates  other  problems  for  the  consumer.  Undue  pressure,  for 
example,  if  everything  is  centered  under  one  roof,  undue  pressure 
to  sell  a  specific  product;  pricing  differences  with  re^rd  to  dif- 
ferent products;  making  a  loan  to  a  subsidiary  within  the  bank  it- 
self, you  know,  at  a  preferential  rate,  a  loan  that  may  have  been 
made  to  a  consumer  as  opposed  to  the  subsidiary.  So  I  think  there 
are  some  problems  inherent  with  combining  all  of  them  under  one 
roof.  I  think  that  you  then  have  the  opportunity  for  a  lot  of  dif- 
ferent subs  to  do  things  that  they  may  not  be  able  to  do  if  they 
were  kept  separate. 

Mr.  Barr.  Yes,  Mr.  Freeman. 
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Mr.  Freeman.  Mr.  Mount  runs  a  different  kind  of  bank  than  I'm 
accustomed  to.  There  are  plenty  of  anti-tying  laws  on  the  books; 
there  are  all  kinds  of  regulations  to  prohibit  that.  The  issue  is 
what's  best  for  the  customer,  and  I  thinlc  by  bein^  best  for  the  cus- 
tomer, you  will  also  end  up  with  a  stronger  banking  institution,  so 
the  country  wins  in  all. 

Mr.  Roberts.  Just  a  follow-up  on  what  Mr.  Freeman  was  saying. 

There  are  very  clear  defined  suitability  rules,  guidelines  and  so 
forth  that,  if  you  are  in  the  securities  business,  you  must  follow. 
There  are  no  ifs,  ands  or  buts.  And  I  don't  believe  that  you  would 
have  a  problem.  And  we  do  run  different  banks.  I  mean,  that  is 
true. 

Mr.  Barr.  Would  this  in  any  way  diminish  the  opportunities  or 
would  it  enhance  the  opportunities  to  a  consumer?  When  they  walk 
in  in  my  district — 1  have  a  district  that  includes  some  of  the  At- 
lanta suburbs,  but  includes  a  whole  swath  of  west  Georgia,  cattle- 
men, farmers,  many,  many  small  businesspeople.  Will  this  enhance 
the  opportunities  available  to  them  or  are  there  things  that  they 
should  be  concerned  about  here? 

Mr.  Croessmann.  In  my  opinion,  it  would  open  up  fairly  broadly 
the  array  of  products  and  services  that  could  be  offered  to  those  in- 
dividuals and  make  it  again  much  more  convenient  for  them  to  do 
so,  not  just  the  individual  products,  but  the  benefit  of  having  them 
all  work  together  in  a  very  integrated  fashion.  For  people  these 
days  who  are  in  many  cases  time  poor,  integrated  services  like  this 
are  extraordinarily  important. 

I  wouldn't  dismiss  the  importance  of  making  sure  that  consumers 
always  know  what  it  is  that  they  are  purchasing  and  what  is  that 
thev  are  not  purchasing  from  the  standpoint  of  Federal  insurance 
and  that  kind  of  thing.  But  all  banks  and  all  bank  programs  now 
have  suitability  efforts  underway  that  are  very  rigorous. 

The  CBA  recently  completed  a  study  late  last  year  which  showed, 
for  example,  that  of  mutual  fimds  investors  investing  at  a  bank,  95 
percent  of  them  recognized  the  fact  that  these  were  not  FDIC  in- 
sured, and  likewise,  along  the  same  lines,  85,  87  percent  of  the  peo- 
ple really  believed  that  their  investment  representative  explained 
the  options  and  explained  the  options  to  them  very  well. 

So  I  think  there  is  an  extraordinary  added  benefit  here  to  having 
these  things  being  able  to  be  presented  to  a  consumer  in  an  inte- 
grated fashion. 

Mr.  Barr.  Thank  you. 

Mr.  Chairman,  could. I  ask  unanimous  consent  just  to  give  30 
seconds  to  Mr.  Meyer  to  respond  to  a  couple  of  my  questions? 

Chairman  Leach.  Yes,  you  may.  Of  course.  Of  course. 

Mr.  Meyer.  Thank  you,  sir. 

My  comment  was  going  to  be  that  we  must  remember,  one,  that 
we're  operating  and  dealing  with  products  that  are  already  avail- 
able in  the  marketplace — ^we're  not  just  talking  about  providing 
products  that  are  singularly  going  to  be  providefthrough  banks  or 
thrifls;  we're  talking  about  products  that  are  already  in  existence. 

So  the  competitive  nature  of  the  marketplace  in  which  we  deal 
I  think  would,  one,  insulate  somebody  from  being  steered  in  the 
wrong  direction,  from  any  leverage  that  an  institution  might  try  to 
exercise  over  a  consumer. 
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So  I  think  that  with  proper  safeguards,  that  adding  these  prod- 
ucts to  a  list  of  products  Uiat  are  available  through  the  financial 
institutions  is  just  going  to  provide  for  one-stop  shopping.  They 
exist  in  other  places,  and  if  financial  institutions  are  to  survive, 
they  are  going  to  have  to  be  able  to  compete. 

Mr.  Bark.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Barr. 

Mr.  Heineman. 

Mr.  Heineman.  Thank  you,  Mr.  Chairman. 

As  a  new  member  of  this  committee,  I  find  this  dial(^e  and 
these  presentations  veiy  informative,  and  at  this  time  I'd  tike  to 
pass. 

Chairman  LEACH.  Thank  you.  I  appreciate  that  My  own  best 
view  is  that  a  background  as  a  police  chief  has  more  relevance  to 
some  of  these  discussions  than  many  of  us  might  suspect.  [Laugh- 
ter.] 

Chairman  Leach.  Mrs.  Kelly. 

Mrs.  Kelly.  Thank  you,  Mr.  Chairman.  I  have  no  questions  at 
this  time. 

Chairman  LEACH.  If  there  are  no  more  questions,  let  me  thank 
the  panel.  In  recognizing  that  there  are  difierences  of  opinions,  all 
of  which  mirror  what  I  suspect  are  conflicting  internal  views,  there 
is  no  such  thing  as  not  having  doubt  on  many  of  these  issues.  So 
I  appreciate  very  much  all  of  your  testimony  as  we  continue  to 
evolve  consideration  of  this  particular  approach. 

Thank  you  very  much. 

The  committee  is  adjourned  until  2:00  this  eiftemoon,  when  our 
second  panel  will  meet. 

[Recess.] 

Chairman  Leach.  The  committee  will  reconvene,  and  I  apologize 
to  everybody.  We  are  in  the  process  of  debating  one  of  these  issues 
that  is  part  of  the  Magna  Carta,  at  least  to  the  Republican  Party, 
the  Contract  with  America,  and  so  we  are  tied  up  a  little  bit  more 
with  voting  than  I  would  like. 

In  any  regard,  our  panel  today  includes  the  Securities  Industry 
Association,  Marc  Lackritz;  the  Investment  Company  Institute,  Mr. 
Matthew  Fink;  the  Financial  Services  Council,  Sam  Baptista;  and 
the  American  Financial  Services  Association,  Jeffrey  A.  Tassey.  We 
welcome  you  all,  and  we  recognize  there  are  going  to  be  some  dif- 
ferences of  judgment  with  members  and  also  possibly  between 
yourselves. 

Marc,  please,  why  don't  you  begin. 

STATEMENT  OF  MARC  E.  LACKRUZ,  PRESIDENT,  SECURITIES 
INDUSTRY  ASSOCIATION 

Mr.  Lackritz.  Thank  you,  Mr.  Chairman. 

I  would  appreciate  it  if  our  full  written  statement  be  included  in 
the  record. 

Chairman  LEACH.  Let  me  make  clear,  all  full  statements  will  be 
included  in  the  record,  and  you  are  free  to  summarize. 

Please  go  ahead.  Marc. 

Mr.  Lackritz.  Thank  you.  I  am  Marc  Lackritz,  President  of  the 
Securities  Industry  Association,  and  I  appreciate  the  opportunity  to 
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present  our  views  on  H.R  1062,  the  Financial  Services  Competi- 
tiveness Act  of  1995. 

We  commend  you,  Mr.  Chairman,  for  making  financial  restruc- 
turing a  priority  for  this  committee,  and  we  appreciate  your  efforts 
to  move  the  process  forward.  We  believe  that  H.R.  1062  represents 
a  thoufihtful  and  comprehensive  approach  to  modernizing  the  fi- 
nandal  services  marketplace,  but  we  have  some  serious  concerns 
that  it  does  not  fully  or  fairly  balance  the  competing  needs  and  ob- 
jectives of  all  securities  firms,  commercial  banks,  and  consumers  of 
financial  services. 

We  strongly  support  congressional  efforts  to  enact  comprehensive 
financial  services  reform  Tegistation  to  best  serve  American  con- 
sumers of  financial  services,  and  to  make  it  possible  for  all  finan- 
cial services  intermediaries  to  operate  more  flexibly  and  competi- 
tively both  domestically  and  internationally. 

Our  position  on  this  issue  has  evolved  over  time  for  two  reasons. 
First,  Federal  bank  regulators  and  the  courts  have  rewritten  the 
Glass-Steaeall  Act  through  strained  regulatory  interpretations  to 
permit  banks  to  engage  in  securities  activities  resulting  in  a  very 
different  financial  services  marketplace  today  than  was  con- 
templated more  than  60  years  ago. 

Second,  many  securities  firms  wish  to  take  advantage  of  opportu- 
nities in  banking  that  are  foreclosed  to  them  by  the  Glass-Steagall 
Act's  prohibitions. 

The  regulatorv  assault  on  the  Glass-Steagall  Act  has  created  a 
balcanized  regulatory  structure  that  allows  exceptions  to  the  rule 
to  become  the  norm.  In  short,  the  Glass-Steagall  Act's  separation 
between  commercial  and  investment  banking  has  become  a  Ma^- 
not  Line,  high  jumped  in  one  direction  only  by  regulatory  fiat. 

Federal  taking  regulators  have,  in  essence,  created  a  one-way 
street  for  commercial  banking  organizations  to  engage  in  a  wide 
array  of  securities  activities  while  securities  firms  remain  stalled 
at  the  entrance  ramp  to  banking.  It  is,  therefore,  critical  that  Con- 
gress, not  banking  regulators  or  the  courts,  undertake  a  com- 
prehensive restructuring  of  the  regulation  of  financial  services  that 
is  consistent  with  the  following  three  principles. 

First,  competition  without  Federal  subsidies,  securities  activities 
should  be  performed  in  separately  capitalized  affiliates  of  banks, 
and  those  affiliates  should  have  no  access  to  the  deposits  or  credit 
power  of  a  federally  ensured  bank. 

Second,  a  two-way  street,  banking  firms  should  have  the  ability 
to  own  full  service  securities  firms,  nowever,  full  service  securities 
firms  also  should  have  the  ability  to  own  banks  and  bank  holding 
companies. 

Third,  functional  regulation,  to  protect  investors  and  preserve 
fair  competition,  one  Federal  regulatory  agencj;  should  apply  the 
same  set  of  rules  to  the  same  activity  engaged  in  by  any  financial 
institution  regardless  of  its  charter. 

We  support  the  creation  of  an  investment  banking  holding  com- 
pany which  can  own  uninsured  State  charter  banks  because  nei- 
ther the  IBHC,  nor  its  affiliates  that  engage  in  securities  activities, 
would  have  access  to  deposits  or  the  credit  power  of  a  federally  in- 
sured bank.  That  approach  provides  the  necessary  synergies  with' 
out  putting  federally  insured  deposits  at  risk,  or  allowing  Federal 
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deposit  insurance  to  create  an  unfair  competitive  advantage  over 
firms  which  cannot  be  or  choose  not  to  be  amliated  with  a  federally 
insured  commercial  bank. 

Nonetheless,  under  the  act,  insured  depository  institutions  could 
engaee  directly  in  certain  securities  activities  and,  thus,  effectively 
cower  support  those  activities  through  its  insured  deposits.  We  be- 
lieve all  securities  activities  should  be  performed  only  by  a  sepa- 
rately capitalized  affiliate  of  an  insured  depository  institution. 

We  also  believe  that  the  firewalls  imposed  by  the  act  are  insuffi- 
cient to  prevent  potential  credit  abuses  by  a  tank  afBliated  with 
a  securities  firm.  Firewalls  should  not  be  subject  to  significant  ex- 
ceptions and  the  board's  authority  should  be  limited  to  interpreta- 
tion, not  elimination  or  even  modification  of  statutorily  imposed 
firewalls. 

Moreover,  we  believe  that  there  is  no  reason  to  extend  the  affili- 
ate transaction  restrictions  of  sections  23A  and  23B  of  the  Federal 
Reserve  Act  to  an  uninsured  State  chartered  bank  owned  by  an 
IBHC. 

In  addition,  the  act  generally  would  prevent  a  company  from  be- 
coming an  IBHC— that  is,  from  acquiring  an  uninsured  State  char- 
tered bank.  If  more  than  10  percent  of  its  total  consolidated  capital 
and  surplus  are  invested  in  shares  of  companies  engaged  in  certain 
activities  such  as  insurance  underwriting  activities,  or  in  activities 
that  the  board  has  not  determined  to  be  financial  in  nature,  there 
is  no  apparent  reason  why  firms  that  commonly  engage  in  insur- 
ance underwriting  activities,  and  in  various  other  activities  that 
the  board  might  not  deem  to  be  financial  in  nature  should  be  re- 
quired to  choose  between  continuing  these  activities  or  acquiring 
an  uninsured  State  chartered  bank. 

While  H.R.  1062  permits  a  bank  holding  company  to  own  a  full 
service  securities  subsidiary,  and  certain  securities  firms  can  own 
insured  banks,  it  also  provides  a  number  of  limitations  on  the  abil- 
ity of  a  securities  firm  to  own  an  insured  bank  which  we  believe 
should  be  removed.  A  more  competitive  and  fair  approach  is  to  per- 
mit securities  firms  to  continue  engaging  in  nonfinancial  activities 
without  restriction  and  to  impose  firewalls  to  prevent  inappropriate 
lending  and  similar  arrangements  with  affiliated  banks. 

We  believe  that  securities  activities  by  any  entity,  be  it  a  broker- 
dealer  or  a  bank,  raise  concerns  as  to  the  adequate  protection  of 
investors  and  the  operation  of  fair  and  efTicient  securities  markets. 

While  the  act  generally  would  provide  for  functional  regulation, 
there  are  notable  exceptions  which  we  have  discussed  at  greater 
length  in  our  written  statement. 

We  commend  you,  Mr.  Chairman,  and  this  committee  for  your  ef- 
forts to  comprehensively  reform  the  financial  services  industry,  and 
we  support  those  efforts.  We  look  forward  to  assisting  you,  Mr. 
Chairman,  the  members  of  your  committee  and  your  staffs  with 
craflin^  a  bill  that  truly  reforms  the  regulation  of  financial  service 
to  provide  competition  without  Federal  subsidies,  a  two-way  street 
for  entrance  into  banking  and  securities  activities,  and  functional 
regulation. 

Such  a  bill  would  provide  for  equal  competitive  opportunities  for 
all  financial  services  providers  which  would  ultimately  benefit  alt 
consumers  of  financial  services. 
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Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Marc  Lackritz  can  be  found  in 
the  appendix.] 

Chairman  Leach.  Thank  you  for  that  less  than  ringing  endorse- 
ment of  the  approach  on  the  table,  but  we  appreciate  your  views 
on  it,  Marc. 

Mr.  Fink. 

STATEMENT  OF  MATTHEW  P.  FINK,  PRESIDENT,  INVESTMENT 
COMPANY  INSTITUTE 

Mr.  Fink.  Thank  you,  Mr.  Chairman. 

I  am  Matthew  Fink,  President  of  the  Investment  Company  Insti- 
tute, which  is  the  mutual  fund  trade  association. 

Our  mutual  fund  members  include  funds  advised  by  all  types  of 
firms,  including  investment  counselling  firms,  broker-dealers,  in- 
vestment bankers,  industrial  firms  and  commercial  banks.  Our 
members  include  some  1,200  mutual  funds  that  are  advised  by 
commercial  banks.  Our  mutual  fund  members  have  assets  of  over 
$2.2  trillion  accounting  for  approximately  95  percent  of  total  mu- 
tual fund  assets,  and  our  funds  have  38  million  shareholders 
throu^out  the  countiy. 

Bank  entry  into  the  mutual  fund  business  in  recent  years  has 
been  a  posihve  development  for  the  banking  industry,  the  mutual 
fund  industry,  and  the  public.  But  bank  participation  in  the  mutual 
fund  business,  which  has  taken  place  in  the  complete  absence  of 
authorizing  legislation,  requires  that  Congress  address  a  number  of 
outstanding  issues.  These  include:  The  need  to  remove  unnecessary 
barriers  to  nank  mutual  fund  activities;  the  need  to  clarify  ihe  re- 
sponsibilities of  the  various  regulators;  the  need  to  modernize  the 
Investment  Company  Act  to  add  investor  protection  provisions  tai- 
lored for  mutual  funds  advised  by  banks;  and,  the  need  to  repeal 
outmoded  exemptions  for  banks  under  the  Federal  Securities  Laws. 

While  H.R.  1062  positively  addresses  these  concerns,  it  does  not 
address  the  important  additional  need  to  establish  a  two-way  street 
for  securities  firms  that  wish  to  enter  commercial  banking,  nor 
does  it  rationalize  the  role  of  the  Federal  Reserve  Board  vis-a-vis 
the  nonbanking  activities  of  such  firms.  It  is  our  very  strong  view 
that  you  need  to  amend  the  Bank  Holding  Company  Act  for  these 
purposes.  I  will  discuss  each  of  these  points  in  turn. 

First,  as  part  of  a  broader  bill  that  would  accomplish  these  pur- 
poses, we  support  expansion  of  banks  mutual  fund  powers.  Today, 
banks  have  most  of  those  powers,  and  the  remaining  restrictions 
under  the  Glass-Steagall  Act  are  increasingly  perceived  as  statu- 
tory vestiges  that  serve  no  useful  purpose  today.  In  that  connec- 
tion, we  particularly  support  the  bill's  provisions  that  would  give 
bank  affiliates  the  power  to  sponsor  and  underwrite  mutual  funds, 
and  that  would  remove  barriers  to  interlocking  directors. 

Second,  we  strongly  support  the  provisions  in  the  bill  tbat  would 
implement  an  approach  of  fimctional  regulation  by  affirming  the 
Securities  and  Exchange  Commission's  primary  authority  over 
bank  mutual  fund  activities.  This  would  reduce  regulatory  incon- 
sistencies, duplication  l^  different  regulators  and  unnecessary  bur- 
dens on  banks. 
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Third,  we  generally  support  the  proposed  amendments  to  the  In- 
vestment Company  Act  to  protect  investors  in  bank-sponsored  mu- 
tual funds.  The  Investment  Company  Act  already  contains  a  num- 
ber of  provisions  specifically  directed  toward  the  conflicts  that  can 
exist  when  A  securities  firm  advises  and  sponsors  a  mutual  iiuid. 
But  when  those  provisions  were  enacted  in  1940,  Congress  believed 
that  the  Glass-Stet^ll  Act  prohibited  banks  from  advising  and 
sponsoring  mutual  funds.  Therefore,  the  Investment  Company  Act, 
written  in  1940,  does  not  address  the  potential  abuses  that  can 
arise  when  a  bank  performs  these  functions. 

We  think  the  bill  is  admirable  in  that  it  would  amend  the  Act 
by  adding  investor  protection  provisions  that  can  address  bank  con- 
flicts, su^  as  when  a  bank  serves  as  a  custodian  for  a  fund  it  is 
managing,  or  when  a  bank  lends  money  to  a  fund  it  is  managing. 
Mutual  nind  shareholders  must  be  protected  against  these  con- 
flicts, just  as  they  are  already  protected  against  similar  conflicts 
that  can  arise  when  a  securities  firm  sponsors  a  mutual  fund.  L^- 
islation  should  not,  however,  impose  unnecessary  restrictions  on 
banks  and,  therefore,  we  recommend  some  technical  changes  in 
those  Investment  Company  Act  provisions,  basically  by  replacing 
the  prohibitions  proscribed  in  the  bill  wiUi  grants  of  authority  for 
the  SEC  rulemaking. 

Fourth,  we  support  the  provisions  in  the  bill  that  would  repeal 
outdated  exemp^ons  for  banks  under  the  securities  laws.  For  ex- 
ample, the  Investment  Advisors  Act,  which  also  was  passed  in 
1940,  requires  advisors  to  all  mutual  funds  to  register  with  the 
SEC  as  investment  advisors,  but  it  exempts  banks  because  it 
wasn't  thou^t  in  1940  that  banks  could  be  in  the  business.  The 
bill  wisely  eliminates  this  gap. 

The  bill  does  all  of  those  good  things  and  we  commend  it  and 
support  those  four  areas  very  strongly.  But  one  objective  of  finan- 
cial service  reform  that  H.R.  1062  would  not  achieve  is  that  of  com- 
petitive equality  between  banks  and  securities  firms.  H.R.  1062*8 
approach  would  create  a  clear  competitive  inequity.  Under  the  bill 
all  banks  could  enter  the  securities  business,  but  many  of  the  na- 
tion's leading  securities  firms  could  not  enter  the  banking  business. 

For  example,  many  securities  firms  are  affiliated  with  insurance 
companies  and  under  the  bill  such  a  firm  could  not  acquire  an  in- 
sured bank  unless  it  divested  itself  of  its  insurance  affiliate. 

Related  to  that  as  a  practical  matter,  the  approach  taken  in  the 
bill  is  likely  to  discourage  even  those  securities  firms  who  are  only 
in  securities  activities  from  becoming  affiliated  with  banks.  That  is 
because  any  such  securities  firm  under  the  bill  would  be  forced  to 
become  a  financial  services  holding  company  subject  to  regulation 
by  the  Federal  Reserve  Board.  Since  securities  firms  are  already 
extensively  regulated  by  the  Securities  and  Exchange  Commission, 
the  prospect  of  duplicative  and  inconsistent  regulation,  I  predict, 
will  De  a  strong  deterrent  to  any  securities  firm  acquiring  a  bank. 

We  respectfully  urge  that  the  bill  be  revised  to  address  uiese  con- 
cerns, and  we  commend  the  approach  taken  in  H.R  814,  the  De- 
pository Institution  Affiliation  Act.  Under  that  bill,  a  financial  serv- 
ices holding  company  would  be  allowed  to  own  banks,  securities 
firms,  insurance  companies,  real  estate  companies,  or  any  other 
type  of  company.  Each  subsidiary  would  be  functionally  r^ulated, 
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and  the  holding  company  itself  would  be  under  the  jurisdiction  of 
a  committee  of  the  various  Federal  remilatoiy  agencies. 

We  would  be  pleased  to  work  with  the  committee  on  this  ap- 
proach or  einy  other  alternative  that  would  address  this  very  seri- 
ous need  to  achieve  competitive  equality. 

Mr.  Chairman,  I  can't  emphasize  too  strongly  that  reform  of  the 
financial  services  system  is  not  simply  an  issue  of  expandir^  bank 

Sowers.  The  issue  affects  all  providers  of  financial  services:  Broker- 
ealers;  investment  counsellors;  investment  advisors;  investment 
bankers;  insurance  companies;  and  others.  It  affects  all  American 
consumers  of  financial  products,  and  the  economy  as  a  whole. 

I  am  sorry  if  I  didn't  give  you  any  better  hope  than  Mr.  L^ckritz 
did,  but  I  thank  you,  and  I  would  be  happy  to  answer  any  ques- 
tions. 

Thank  you. 

[The  prepared  statement  of  Mr.  Matthew  Fink  can  be  found  in 
the  appendix.] 

Chairman  Lgach.  Well,  I  appreciate  what  you  are  saying  and  let 
me  apologize  to  Congressman  Bentsen  who  has  just  amved,  but  we 
have  just  had  second  bells  on  a  vote,  and  so  I  think  rather  than 
starting  Mr.  Baptista's  testimony  at  this  point,  I  think  it  would  be 
better  to  recess  for  10  minutes. 

1  would  just  make  one  observation,  this  bill  is  not  designed  only 
to  expand  bank  powers.  It  is  no  accident  that  Mr.  Lackritz  s  organi- 
zation has  some  membership  who  support  this  bill.  This,  afler  all, 
has  been  endorsed  by  Goldman  Sachs  as  well  as  J.P.  Morgan.  This 
is  a  financial  services  approach  in  which  people  are  trying  to  bal- 
ance all  interests.  Whether  vou  agree  or  disa^ee  with  how  those 
interests  are  being  balanced  is  obviously  a  fair  question.  I  expect 
disagreement,  but  any  other  approach  has  disagreements,  too. 

Mr.  Lackritz.  I  realize  that. 

Chairman  Leach.  We  will  recess  for  10  minutes. 

[Recess.] 

Chairman  LEACH.  The  committee  will  reconvene. 

Mr.  Fink,  we  had  finished. 

Mr.  Fink.  Thank  you,  sir. 

Chairman  Leach.  You  had  finished  entirely? 

Mr.  Fink.  Yes,  sir. 

Chairman  L£ACH.  Mr.  Baker— excuse  me,  Mr.  Baptista.  [Laugh- 
ter.] 

STATEMENT  OP  SAMUEL  J.  BAPTISTA,  PRESIDENT,  FINANCIAL 
SERVICES  COUNCIL 

Mr.  Baptista.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  present  the  views  of  the  Financial 
Services  Council  on  the  neea  for  financial  reform.  Mr.  Chairman, 
we  commend  your  leadership  in  placing  this  debate  back  at  the 
forefront,  for  tnere  is  no  greater  or  more  pressing  issue  facing  our 
nation's  financial  services  industry  than  that  which  is  being  ad- 
vanced by  you  and  members  of  this  committee. 

The  ability  of  American  financial  service  providers  to  continue  to 
be  innovative  and  competitive  in  a  market  rapidly  changing 
through  new  applications  of  technology  and  telecommunications  is 
constrained  by  antiquated  laws  and  regulations  that  present  bar- 
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riers  to  afHliation.  A  safe,  sound  and  internationally  competitive  fi- 
nancial services  industry  is  essential  to  the  nation's  economic  vital- 
ity and  the  financial  well-being  of  our  citizens.  Financial  markets, 
both  domestic  and  international,  have  changed  dramatically  since 
1933  when  the  Glass-Steagall  Act  was  passed,  imd  they  have  con- 
tinued to  change  every  bit  as  much  since  the  passage  of  the  Bank 
Holding  Company  Act  in  1956. 

Today's  marketplace  no  longer  recognizes  a  distinct  role  for  a 
commercial  bank,  an  investment  bank  or  an  insurance  company.  It 
instead  recognizes  the  role  of  a  financial  intermediary.  While  our 
static  legal  structure  tries  to  compartmentalize  the  Bnancial  serv- 
ices industry,  the  market  does  not.  The  walls  are  porous  enou^  to 
allow  the  competitors  of  banking  organizations  to  effectively  pene- 
trate markets  which  had  historically  been  the  province  of  banking 
and  to  allow  hanks  to  penetrate  markets  traditionally  reserved  for 
other  providers,  but  though  they  are  diversifying  to  the  extent  le- 
gally possible,  none  can  truly  follow  their  customers  and  compete 
efTectively  because  each  has  limitations  on  its  ability  to  provide  a 
full  menu  of  services. 

Because  of  these  market  developments,  we  no  longer  have  the 
luxury  of  dealing  with  reform  one  industry  segment  at  a  time.  The 
Glass-Steagall  ^t  and  the  Bank  Holding  Company  Act  need  to  be 
dismantled  in  tandem. 

Mr.  Chairman,  the  legislation  pending  before  this  committee  rec- 
ognizes and  seeks  to  address  the  artificial  barriers  to  competition 
and  efficiency  by  updating  our  financial  laws  to  more  accurately  re- 
flect the  marketplace.  Your  revised  bill,  H.R.  1062,  focuses  pri- 
marily on  the  banking  and  securities  side  of  the  equation.  The  Ad- 
ministration's propo^l,  or  at  least  outline,  would  appear  to  allow 
for  afBliations  of  banking,  securities,  and  insurance  firms.  Rep- 
resentative Baker's  bill,  H.K,  814,  addresses  in  a  more  comprehen- 
sive manner  the  competitive  interplay  of  the  entire  finemdal  serv- 
ices industry. 

Mr.  Chairman,  H.R.  1062  is  a  significant  step  forward  from  H.R 
IS  in  its  recognition  of  a  broader  financial  landscape,  but  while  we 
are  particularly  encouraged  to  see  that  it  addresses  some  of  the 
more  onerous  provisions  of  the  Bank  Holding  Company  Act  ttiat 
stem  from  the  Fed's  cumbersome  application  process,  uie  Council 
continues  to  believe  that  the  bill's  limited  approach  to  affiliations 
remains  problematic. 

As  the  financial  services  industry  moves  further  into  techno- 
Ic^cal  manufacturing  and  delivery  of  products,  the  line  between 
what  is  financial  and  what  is  not  becomes  blurred.  For  example,  it 
seems  to  us  to  make  no  sense  at  all  to  exclude  insurance  from 
being  financial  in  nature  when  the  market  clearly  dictates  that  it 
is.  Under  this  construct,  the  Federal  Reserve  Board  would  be  pre- 
cluded from  making  the  determination  that  companies  like  Travel- 
lers, Aetna,  AIG,  Prudential,  Providian,  USAA  and  Kemper  fit 
within  the  revised  statute.  These  are  not  just  insurance  companies, 
they  are,  in  the  eyes  of  the  marketplace,  the  very  essence  of  a  fi- 
nancial services  holding  company.  To  foreclose  their  inclusion  with- 
in a  new  statutory  framework  for  financial  services  holding  compa- 
nies is  counter-intuitive  to  tiie  realities  of  the  marketplace. 
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Moreover,  by  building  on  the  existing  Bank  Holding  Company 
Act  structure,  its  restrictive  holding  company  regulation  is  perpet- 
uated. Rather  than  concentrating  and  focusing  solely  on  the  super- 
vision and  protection  of  the  insured  depository  institution,  regru- 
latory  attention  will  continue  to  be  focused  on  the  activities  of  the 
holding  company  in  a  bank-like  manner.  The  Council  believes  that 
regulation  should  be  focused  from  the  bank  outward  versus  the 
holding  company  down  regulatory  approach  of  the  Bank  Holding 
Company  Act. 

In  contrast  to  H.R.  1062*8  continued  reliance  on  the  more  restric- 
tive Bank  Holding  Company  model,  the  bill  introduced  by  Mr. 
Baker,  H.R.  814,  is  fundamentally  more  market-oriented,  recogniz- 
ing the  competitive  needs  of  the  entire  financial  services  industry. 
It  would  permit  any  company,  including  a  commercial  company,  to 
affiliate  with  a  bank  or  thrift,  provided  it  becomes  a  financial  serv- 
ices holding  company  and  complies  with  the  act's  many  regulatory 
and  supervisory  provisions.  The  Council  fully  supports  the  struc- 
ture contemplated  by  H.R.  814. 

Mr.  Chairman,  if  I  may,  I  would  now  like  to  take  a  few  minutes 
to  address  a  principal  concern  you  have  r^arding  banking  and 
.commerce.  Clearly  one  of  the  primary  philosophical  distinctions  be- 
tween your  approach  and  that  of  Mr.  Baker  is  the  allowance  for  af- 
filiations between  financial  and  commercial  firms.  Under  the  Baker 
bill,  commercial  firms  can  afBHate  with  banks  and  banks  can  affili- 
ate with  commercial  firms  under  the  auspices  of  a  financial  serv- 
ices holding  company. 

Affiliations  between  commercial  firms  and  banks  is  neither  a 
new  nor  a  radical  concept  in  our  country.  In  a  1987  study,  the 
FDIC  noted,  and  I  quote.  There  has  never  been  a  complete  separa- 
tion of  finance  and  commerce  in  the  history  of  American  banKing. 
Banking  and  commerce  have  been  mixed  in  the  United  States  since 
our  country's  birth."  Today  most  of  the  commercial  firms  that  own 
limited  purpose  banks  or  thrifts  do  so  because  they  have  chosen  to 
diversify  into  financial  services,  and  the  affiliation  allows  them  to 
more  fully  serve  their  customers'  needs. 

Furthermore,  the  law  has  always  permitted  individuals  to  own  a 
controlling  interest  in  both  a  bank  and  a  commercial  firm,  and 
throughout  American  history  individuals  have  simultaneously 
owned  and  managed  both  a  bank  and  a  commercial  firm.  Thus,  an 
individual  on  Mfun  Street  can  own  the  only  bank  in  town  as  well 
as  the  only  insurance  agency,  real  estate  agency,  car  dealership, 
hardware  store,  and  so  forth.  Yet  publicly  traded  companies  may 
be  prohibited  from  having  such  affiliations  simply  because  of  their 
corporate  structure.  Surely  if  restrictions  on  affiliations  with  com- 
mercial banks  are  appropriate  for  publicly  traded  companies  sub- 
ject to  the  rigors  of  market  regulation  and  the  rating  agencies,  they 
should  apply  as  well  to  individuals  whose  activities  and  financial 
conditions  are  subject  to  far  less  scrutiny. 

Considerable  attention  has  been  given  to  the  perceived  threats 
associated  with  commercial  firms  entering  the  banking  industry.  If 
the  real  issue  is  concentration  of  financial  resources,  it  would  be 
simple  enough  for  Congress  to  prohibit  the  merger  of  two  giants, 
one  from  the  commercial  world  and  one  from  the  banking  world. 
If  the  issue  is  the  protection  of  the  depository  institution  from  deal- 
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ings  with  commercial  parent,  then  erect  appropriate  firewalls  to 
prohibit  such  transactions. 

In  summary,  the  taxpayers,  your  constituents,  our  members'  cus- 
tomers, would  benefit  rrom  the  development  of  a  truly  comprehen- 
sive financial  services  holding  company  structure.  The  benefits  of 
competition,  the  market  constraints  on  prices  and  incentives  for  ef> 
ficiency  ana  innovation  are  widely  reco^ized.  Only  through  com- 
prehensive structural  reform  can  we  achieve  these  vital  public  pol- 
icygoals. 

Thank  you. 

[The  prepared  statement  of  Mr.  Samuel  Baptista  can  be  found  in 
the  appentux.] 

Chairman  Leach.  Thank  you,  Mr.  Baptista. 

Mr.  Tassey. 

STATEMENT  OF  JEFFREY  A.  TASSEY,  SENIOR  VICE  PRESIDENT 
OF  GOVERNMENT  AFFAIRS,  AMERICAN  FINANCIAL  SERV- 
ICES ASSOCIATION 

Mr.  Tassey.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  members  of  the  committee,  my  name  is  Jeff 
Tassey  and  I  am  presenting  this  testimony  on  behalf  of  the  Amer- 
ican Financial  Services  Association,  AFSA.  We  are  the  trade  asso- 
ciation for  a  wide  variety  of  nontraditional  market-funded  provid- 
ers of  financial  services  to  consumers  and  small  businesses. 

The  American  Financial  Services  appreciates  and  acknowle(^s 
the  reforms  made  by  H.R.  1062.  It  is  a  full  step  forward,  and  we 
understand  that  a  great  many  political  and  jurisdictional  consider- 
ations were  involved  in  the  policy  choices  that  were  made. 

As  we  read  the  bill,  the  primary  tier  of  benefits  would  flow  to 
larger  wholesale  banks  and  investment  banks.  These  institutions 
would  presumably  enjoy  greater  economies  of  scale  and  a  strength- 
ened competitive  position  in  global  capital  markets.  The  bill  would 
also  benefit  institutions  without  commercial  and  substantial  insur- 
ance affiliations  who  wish  to  become  a  financial  services  holding 
company.  While  the  bill  retains  the  Federal  Reserve  as  the  holding 
company  regulator,  the  bill's  intent  is  to  provide  a  notice  procedure 
as  opposed  to  the  current  application  procedure.  The  bill  makes 
substantial  steps  in  that  direction,  although  some  subtle  issues 
may  remain  which  we  hope  to  address  with  the  committee  as  the 
process  continues. 

The  investment  bank  holding  company  established  in  the  bill, 
while  not  presently  of  direct  interest  to  most  of  our  members,  pro- 
vides a  useful  approach  for  dealing  with  deposit  insurance  concerns 
for  certain  activities  while  providing  some  other  benefits  the 
present  banking  system  confers  upon  its  member  banks.  Where  de- 
posit insurance  is  not  a  factor,  though,  there  is  no  reason  to  restrict 
affiliations.  We  urge  the  committee  to  explore  what  other  kinds  of 
uninsured  institutions  could  be  established  that  might  meet  var- 
ious needs  in  our  financial  markets. 

The  affiliation  issue  is  one  of  our  primary  concerns  with  H.R. 
1062.  As  indicated  at  the  beginning  of  our  written  testimony,  AFSA 
represents  an  extremely  diverse  group  of  lenders,  primarily  mar- 
ket-funded, and  accordingly  subject  to  intense  scrutiny  and  regula- 
tion by  the  markets. 
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A  great  tnaiw  of  these  entities  have  a  wide  range  of  functionally 
constrained  amiiations  with  some  type  of  federally  insured  institu- 
tion. There  has  never  been  any  evidence  that  any  of  these  entities 
nose  any  systemic  or  deposit  insurance  risk  as  they  go  alx>ut  their 
business  of  providing  between  10  and  15  percent  of  all  consumer 
credit. 

At  the  very  least,  a  true  financial  services  holding  company 
should  include  insurance.  It  is  difficult  to  argue  that  insurance  is 
not  financial  in  nature,  or  incidental  to  such  financial  activities. 
The  Federal  Reserve  has  in  the  past  found  such  businesses  as  ar- 
mored car  services  and  stock  quotation  services  to  be  incidents  of 
bfuiking.  The  Export  Trading  Company  Act  of  1982  authorized 
bank  holding  companies  to  establish  subsidiaries  engaged  in  the 
business  of  trading  goods  and  services. 

Beyond  insurance,  APSA  strongly  supports  the  abiliW  of  commer- 
cial nrms  to  own  or  otherwise  afHliate  with  such  a  holding  com- 
pany. The  prohibition  on  banking  and  commerce  has  always  been 
shot  through  with  exceptions.  Thousands  of  individuals  own  banks 
who  also  own  many  and  varied  commercial  interests  none  of  which 
are  su1:»ect  to  the  same  holding  company  affiliation  restrictions  and 
oversight  as  banks  owned  by  corporate  entities. 

If  it  is  harmful  for  banks  and  commercial  entities  owned  in  the 
corporate  form  to  iiffiliate,  then  the  same  restriction  should  apply 
to  the  thousands  of  wealthy  individuals  who  freely  mix  banking 
and  commercial  enterprises. 

The  primary  argument  postulated  against  banking  and  com- 
merce is  that  such  a  holding  company  form  would  result  in  large 
concentration  of  economic  resources.  Such  concentrations  are  far 
more  likely  to  occur  in  small  towns  where,  as  I  just  described,  there 
is  only  one  bank  owned  by  an  individual  who  also  owns  other  major 
economic  units,  such  as  the  local  independent  insurance  ageni^, 
car  dealer,  feed  store,  and  so  forth. 

Economic  concentration,  particularly  in  today's  global  market,  is 
not  just  size  but  size  in  relation  to  the  market  in  which  the  entity 
operates.  A  very  large  institution  operating  nationally  and  inter- 
nationally is  subject  to  competition  at  every  size  level  from  the 
smallest  independent  bzmk  to  the  largest  Japanese  bank. 

In  terms  of  risk  to  the  bank  and  insurance  fund  from  such  a  di- 
versified structure,  the  experience  with  life  insurance  holding  com- 
pany is  instructive  as  discussed  on  page  7  of  our  written  statement. 
Congressman  Baker's  bill,  H.R.  814,  draws  somewhat  on  that 
model. 

In  terms  of  the  limited  relief  provided  by  H.R.  1062  from  the 
growth  cap  and  affiliate  transactions  restrictions  contained  in  the 
Competitive  Equality  Banking  Act  of  1987,  AFSA  appreciates  the 
Chairman's  initiative  on  this  issue.  Especially  in  light  of  the  affili- 
ation restrictions  in  the  financial  services  holding  compimy  estab- 
lished by  H.R.  1062  and  the  total  lack  of  affiliation  restrictions  on 
individuals,  as  I  have  just  discussed,  AFSA  strongly  beheves  that 
the  asset  growth  limitation,  as  well  as  other  CEBA  restrictions, 
should  be  eliminated  for  all  grandfathered  CEBA  limited  purpose 
banks.  This  is  especially  so  if  the  committee  does  not  choose  to  ex- 
pand affiliations  in  H.R.  1062. 
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In  addition  to  AFSA's  affiliation  concerns  and  the  limitations  on 
CEBA  relief,  the  more  general  concern  that  we  have  is  that  the  bill 
does  not  do  enough  to  oring  market  discipline  to  the  insured  por- 
tion of  the  industry  nor  does  it  address  the  overriding  issue  of  ex- 
cessive deposit  insurance.  AFSA  feels  that  Congressman  Baker's 
bill,  H.R.  814,  does  more  to  increase  market  discipline  while  allow- 
ing greater  afliHations,  although  it  does  not  directly  deal  with  the 
issue  of  deposit  insurance  either. 

In  the  1980's,  numerous  banks  and  thrifts  continued  to  operate 
even  though  their  market  ratings  were  well  below  investment 
grade.  In  contrast,  if  the  markets  lose  confidence  in  a  market- 
tunded  lender,  it  may  no  longer  have  the  ability  to  fund  its  activi- 
ties and  to  grow.  It  must  shrink  and  ultimately  may  be  forced  to 
close. 

Second,  the  market  typically  requires  that  the  market-funded 
lenders  hold  more  capital  relative  to  assets  than  banks.  Attached 
after  page  15  of  our  written  statement  is  a  recentlv  released  chart 
showing  that  a  representative  sampling  of  financial  companies  had 
average  equity  to  assets  almost  double  that  of  a  representative 
sampling  of  banks. 

As  discussed  in  our  written  testimony,  it  is  the  sensitivity  to  the 
finemcial  condition  of  both  the  commercial  parent  and  financial  sub- 
sidiaiy  combined  with  the  ability  of  the  market  to  act  quickly  with- 
out discretion  that  makes  market  regulators  so  effective  and  gives 
lie  to  so  many  of  the  arguments  against  affiliations  with  insured 
institutions. 

In  the  structure  proposed  in  H.R.  814  with  separately  capitalized 
aftitiates,  most  of  whom  are  market-regutated,  it  is  difficult  to  see 
the  risks  to  the  insured  institution,  especially  when  combined  with 
the  bill's  capital  bear  down  provisions.  H.R,  1062  takes  a  full  step 
forward  in  modernizing  our  financial  system  and  should  be  ap- 
plauded. At  the  present  time,  AFSA  feels  that  H.R.  814  provides 
a  better  basis  for  placing  all  issues  on  the  table  and  moving  for- 
ward with  comprehensive  modernization. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  Jeffrey  Tassey  can  be  found  in 
the  appendix.] 

Chairman  Leach.  Thank  you  all  for  very  thoughtful  testimony. 
I  am  very  appreciative. 

Let  me  say,  last  week  the  Deputy  Secretary  of  the  Treasury, 
Frank  Newman,  listed  a  number  of  reasons  for  maintaining  bar- 
riers between  commerce  and  banking.  He  warned  of  financial 
conflicts  of  interests,  including  the  making  of  loans  against  a 
bank's  better  judgment,  possibly  money-laundering,  and  industrial 
espionage. 

How  would  each  of  you  respond  to  those  concerns?  Are  they  vacu- 
ous, are  they  real,  or  can  they  be  dealt  with  in  other  frameworks? 

Marc? 

Mr.  Lackritz.  Mr.  Chairman,  I  think  the  concerns  that  the  Dep- 
uty Treasury  Secretary  raised  obviously  are  serious  concerns  from 
a  standpoint  of  public  policy.  From  the  standpoint  of  the  securities 
industry,  we  have  never  had  a  clear  delineation  that  commercial 
firms  cannot  be  in  the  securities  business,  and  the  securities  busi- 
ness and  the  capital  markets  business  is  obviously  very  financial 
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in  nature  and  has  a  lot  more  risks  in  many  respects  than  banking 
does.  As  a  result,  a  lot  of  the  securities  firms  have  been  owned  by 
commercial  firms  and  have,  in  themselves,  owned  commercial 
firms,  and  now  we  feel  that  securities  firms  want  the  opportunity 
to  get  into  banking.  So  we  don't  see  that  there  should  be  any  kind 
of  tneological  barrier  in  terms  of  separating  financial  activities  and 
commerce. 

Chairman  Leach.  Mr.  Fink. 

Mr.  Fink.  I  would  echo  Mr.  Lackritz.  Many  mutual  fund  compa- 
nies, as  part  of  the  securities  industry,  have  commercial  afBHates 
or  parents.  Sears,  who  used  to  own  Dean  Witter,  Prudential  owns 
Bache.  There  is  probably  a  list  of  a  hundred.  The  same  potential 
for  abuses  that  Secretary  Newman  mentioned,  I  guess,  could  come 
up.  But  I  am  imaware  of  any  case  where  there  was  an  allegation 
that  a  commercial  affiliate  of  a  securities  firm  committed  those 
abuses,  so  I  think  there  is  a  lo^cal  inconsistency  here. 

Chairman  Leach.  But  did  tney  have  access  to  insured  deposits? 

Mr.  Pink.  No,  but  the  same  danger  exists.  They  could  pillage  the 
securities  affiliate.  Insured  deposits  may  be  a  step  further.  That 
hasn't  happened  because  you  have  had  strong  firewalls  and  a 
strong  regulator,  the  SEC.  I  think  those  are  the  keys. 

I  might  say,  I  saw  in  today's  American  Banker  that  Mr.  Newman 
is  wavering  a  bit.  The  original  bill  had  a  5  percent  basket,  but  to- 
day's American  Banker  reports  that  Secretary  Newman  is  at  least 
open  to  consideration  of  raising  that  basket. 

So  I  don't  think  he  sees  it  as  a  black-and-white  situation,  and  I 
don't  think  that,  given  the  history  of  the  securities  industry  and 
mutual  fund  industry  that  either  would  support  a  lack  of  accommo- 
dation for  commercial  affiliation. 

Chairman  Leach.  Well,  I  appreciate  that. 

Let  me  just  comment  on  the  basket.  Perhaps  the  worst  law  of  the 
1970's,  in  my  judgment — excuse  me,  1980's,  was  one  passed  in  the 
State  of  California  that  allowed  federally  insured  savings  and  loans 
to  use  up  to  10  percent  of  their  assets  for  direct  investments,  which 
is  precisely  what  is  being  called  for  here. 

Now  in  this  case  many  of  these  institutions  had  zero  capital.  But 
the  idea  that  you  can  use  federally  insured  deposits  to  make  ven- 
ture capital  or  direct  investments  is  something  that  raises  grave 
doubts  in  a  competitive  equity  sense,  unless  you  have  adequate  in- 
sured deposits  covering  banking  functions  in  general.  I  would  raise 
certain  concerns  in  that  particular  arena. 

Anyway,  Mr.  Baptista? 

Mr,  Baptista.  Mr.  Chairman,  I  don't  think  any  of  the  bills  would 
call  for  and  I  don't  think  it  would  be  proper  to  use  direct  invest- 
ments of  insured  deposits  for  those  types  of  activities. 

Chairman  Leach.  I  think  that  is  what  the  Treasury  has  called 
for. 

Mr.  Baptista.  I  believe  they  were  talking  about  a  basket  within 
the  holding  company  that  would  allow  up  to  5  percent  of  the  hold- 
ing company's  assets  to  be  nonfinancial,  not  to  have  5  percent  of 
the  bank's  investments. 

Chairman  Leach.  1  think  if  you  are  looking  at  the  Treasury  pro- 
posal, you  are  talking  about  a  sub  of  a  bank  and  5  percent  of  the 
assets  of  the  bank.  You  are  not  talking  about  the  capital  of  a  bank, 
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you  are  talking  about  the  assets  of  a  bank  within  a  subsidiary,  and 
that  is  what  1  would,  frankly,  put  some  alarm  bells  about. 

Mr.  Baptista.  To  the  degree  that  you  are  talkine  about  the  ac- 
tivities being  conducted  in  an  operatmg  sub  of  the  bank,  and  as  it 
relates  to  commercial  activities  there,  I  think  you  would  have  a 
point.  I  was  particularly  referring  to  the  type  of  approach  in  the 
Baker  bill  and  in  the  D'Amato  bill. 

Chairman  Leach.  I  don't  mean  to  raise  differences  because  die 
Treasury  proposal  is  coming  very  close  to  my  bill.  So  I  want  to 
thank  Secretary  Newman  who  is  one  of  the  really  thou^tful  people 
in  government,  so  I  don't  want  to  carve  out  too  many  distinctions 
wim  him  because  he  is,  both  logically  and  in  decency,  a  superb  in- 
dividual. But  I  do  raise  concerns  on  the  subsidiary  approach. 

Mr.  Baptista.  I  think  we  also  lose  sight  of  the  Change  in  Bank 
Control  Act.  There  are  safeguards  in  place  that  look  at  the  mana^ 
rial  and  capital  standards  of  those  companies  whether  they  are  in- 
dividuals, bank  holding  companies,  or  anyone  who  acquires  a  com- 
mercial bank,  and  I  think  all  of  these  provisions  would  continue  to 
apply,  and  rightfully  so,  to  the  Change  in  Bank  Control  Act. 

Chairman  Leach,  Fair  enough. 

Just  briefly,  Mr.  Tassey,  do  you  want  to  respond? 

Mr.  Tassey.  Sure.  I  think  most  of  the  specinc  examples  Mr.  New- 
man raised  were  related  to  banks  that  made  commercial  loans.  1 
represent  more  consumer  lenders  and  don't  want  to  get  too  far  out- 
side of  the  area  of  expertise.  I  think,  again,  the  life  insurance  hold- 
ing company  model,  where  you  have  a  mixing  of  mutual  funds,  in- 
surance companies  and  securities  firms,  those  offer  some  instruc- 
tive experience  on  how  to  deal  with  these  kinds  of  conflicts.  There 
is  a  State  insurance  fund  there.  The  difference  is,  the  State  govem- 
ments  tend  not  to  stand  behind  it  as  much  as  the  Federal  Govern- 
ment does,  so  there  is  some  more  failure  pressure  on  it,  but  I  think 
you  have  all  the  same  temptations  in  that  kind  of  model. 

Chairman  Leach.  I  appreciate  that,  and  I  would  only  raise  the 
non-American  model.  I  think  it  is  very  interesting  to  see  how  the 
Germans  are  retrenching  from  their  prior  position,  and  most  pro- 
foundly, if  you  look  at  the  failure  of  the  Spanish  bank,  Banesto. 
Banesto's  failure  was  heavily  related  to  the  bank  taking  on  direct 
ownership  of  a  series  of  companies  that  it  had  no  idea  how  to  oper- 
ate. There  is  no  great  history,  when  you  talk  about  histories  in  this 
countiy,  there  is  no  great  history  in  the  United  States  of  America 
of  bankers  running  well  nonbanking  activities.  It  is  a  pretty  barren 
sheet,  and  I  just  raise  that  there  is  also  not  a  good  social  good 
implied. 

Mrs.  Roukema. 

Mrs.  Roukema.  Mr.  Chairman,  I  did  not  hear  the  first  three 
speakers  today,  so  I  am  going  to  reserve  my  right  to  ask  questions 
until  later.  I  have  a  number,  but  I  want  to  hear  their  responses  to 
the  other  people  first  as  background. 

Cheiirman  LEACH.  Fair  enough. 

Before  turning,  Doug,  I  apologize,  I  didn't  know  there  was  a 
member  of  the  minority  present.  I  am  sorry,  I  missed  Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

I  am  not  used  to  being  allowed  to  ask  questions  this  early  in  the 
process,  but  I  will  do  my  best.  [Laughter.] 
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Mr.  Bbntsen.  Let  me  ask  a  couple  of  questions  because  I,  unfor- 
tunately, was  cau^t  outside  with  some  meetings  and  didn't  get  to 
hear  aU  the  testimony.  Let  me  ask  you  this,  from  the  standpoint 
of,  if  we  move  to  a  svstem  of  a  two-way  street  with  banks  and  secu- 
rities firms  being  able  to  mei^e,  would  you  see,  and  particidarty 
from  the  mutuaf  fund  standpoint,  do  you  think  we  would  see  a 
movement  of  monies  that  are  in  mutual  fund  accounts  into  insured 
deposit  accounts? 

I  know  Merrill  Lynch  already  has  a  bank,  but  say  that  Merrill 
Lynch  is  now  able  to  merge  and  really  have  a  joint  operating  com- 
pany with  XYZ  Bank,  do  you  think  that  people  who  are  now  more 
and  more,  I  think,  beginning  to  treat  mutual  fund  accounts  as  de- 
posit accounts,  move  to  an  insured  deposit? 

Mr.  Fink.  I  don't  Uiink  it  would  move  it  one  way  or  the  other. 
The  bemks  have  almost  90  percent  of  mutual  fund  powers  now. 
Mellon  acquired  Dreyfus  which  is,  I  think,  a  merger  of  the  sixth 
largest  mutual  fiind  company  and  one  of  the  country's  largest 
banks.  To  my  knowledge,  there  has  been  no  movement  of  Dreyfus 
fiind  accounts  into  Mellon  deposits.  You  can  have  cross-selling,  but 
I  don't  think  you  get  a  movement  from  product  to  product. 

Mr.  Bentsen.  ok 

Mr.  Lackritz.  Could  I  iust  add,  if  you  look  at  the  numbers  from 
overall  financial  assets,  tnere  has  been  a  diminution  of  the  assets 
held  in  commercial  banks  and  increase  in  the  level  of  mutual  fund 
assets.  So  that  if  you  look  back  to  15  or  20  years  ago,  commercial 
banks  had  I  think  it  was  around  55  percent  of  all  financial  assets. 
That  has  now  declined  to  around  31  percent  or  32  percent.  In  fact, 
mutual  funds  have  a  significantly  greater  proportion  now  of  all 
those  financial  assets. 

So  I  think  that  is  a  result  more  of  the  interest  rates  and  the  ^eld 
curve  and  the  ability  to  move  funds  rather  tiian  the  organizational 
structure. 

Mr,  BE^^^SEN.  Let  me  ask  a  question  that  I  brought  up  this 
morning  and  we  talked  about  last  week  as  well  that  relates  to  reg- 
ulation, and  of  all  the  bills,  the  Chairman's  bill  and  Mr.  Baker's  bill 
and  the  D'Amato  bill  have  various  regulatory  mechanisms  in  them, 
if  you  will,  and  there  has  been  some  question. 

It  seems  to  me  there  is  some  question  that  while  I  wouldn't  advo- 
cate desiring  the  regulatory  re^me  before  we  design  what  the 
final  bill  is  going  to  be,  do  you  think  there  is  a  need  that  we  have 
some  mechanism  that  we  come  back  to  at  some  point  and  retrofit 
the  regulatory  regime  to  a  new  financial  services  law,  because  I  am 
concerned  that  right  now  we  may  end  up  with  a  cumbersome  regu- 
latory structure  if,  in  fact,  we  are  able  to  put  through  a  new  finan- 
cial services  law? 

Mr.  Baftista.  There  is  a  provision  in  Mr.  Baker's  bill  that  cre- 
ates the  National  Financial  Services  Oversight  Committee.  One  of 
the  functions,  one  of  the  charges  of  that  committee,  is  to  explore 
just  what  you  are  talking  about.  After  gaining  experience  with 
functional  regulation,  what  types  of  changes  in  the  regulatory  ap- 
paratus would  be  appropriate. 

That  needs  to  be  an  ongoing  discussion.  We  continue  to  believe 
that  the  focus  should  be  on  the  affiliate  and  the  regulation  of  the 
afGliate,  and  with  additional  safeguards,  if  necessary,  around  the 
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depository  institution,  but  I  think  that  that  is  something  that  Con 

f-ess  should  be  studying  over  time  as  these  changes  take  hold,  an^H 
don't  think  that  it  should  be  a  ri^d  structure. 

Mr.  Bentsen.  Quickly,  let  me  ask  a  final  question,  and  that  re — 
lates  to,  if  we  have  a  new  merger  in  a  two-way  street,  maybe  yoiat 
go  through  this  with  the  Baker  bill  and  Secretary  Rubin  thoi^t 
uiat  this  would  be  true  under  the  Administration  s  position,  but  if 
you  have  one  of  these  new  banks  that  has  a  merchant  banking' 
arm,  an  investment  banking  arm,  and  a  commeraal  banking  arm, 
and  the  institution  gets  involved  in  a  leveraged  buyout  of  a  com- 
pany. Do  you  believe  that  it  would  be  a  situation  where  the  invest- 
ment bank  would  be  handling  the  leveraged  buyout  and  raising  the 
debt  through  the  securities  market,  the  merchant  bank  would  be 
purchasing  the  shares  of  the  company  up  to  the  percentage  that  is 
allowed  based  upon  whose  bill  it  is  as  part  of  a  banking  activify, 
and  then  that  the  commercial  bank  would  be  able  to  make  the 
long-term  portion  of  the  debt,  and  do  you  think  that  is  good  poliqr 
in  doing  that? 

Mr.  Lackritz,  Let  me  juat  take  a  shot  at  that  Those  are  some 
of  the  concerns.  The  issue  that  you  raised  is  a  fact  pattern  that 
gave  rise  to  some  of  the  concerns  that  gave  rise  to  Glass-Stearall 
in  the  first  place.  Given  what  has  happened  with  the  Federal  De- 
posit Insurance,  and  the  possibility  of  Federal  Deposit  Insurance 
being  utilized  inappropriately,  as  Chairman  Leach  mentioned  ear- 
lier, to  get  into  risky  activities,  that  is  serious.  The  concern  that 
you  are  raising  is  a  very  serious  one,  which  is  why  we  support  the 
stronger  firewalls  in  the  legislation,  and  ensuring,  if  vou  will,  that 
you  cannot  have  federally  insured  deposits  being  used  for  risky  ac- 
tivities, whether  it  is  investing  the  California  savings  and  loan  sit- 
uation or  other  circumstances  that  were  raised  before. 

Mr.  Bentsbn.  Mr.  Chairman,  if  you  might,  very  quickly,  and  I 
agree  with  that.  I  guess  the  concern  that  I  have,  even  with  as  with 
the  firewalls,  is  there  adequate  protection  that  somehow,  if  you  had 
a  transaction  that  goes  bad,  that  the  losses  run  upstream  throu^ 
the  investment  banking  side  and  the  merchant  banking  side  into 
the  commercial  banking  side  beyond  what  reserves  are  there  that. 
it  could  affect  insured  deposits.  Is  that  something  we  should  be 
overly  concerned  about? 

Mr.  Lackritz.  Yes,  I  think  it  is  very  important  concern.  But,  on 
the  other  hand,  that  is  why  capital  is  so  critical,  and  that  is  one 
of  the  reasons  that,  in  terms  of  capital  the  regulatory  structure  has 
to  ensure  that  capital  is  adequate  and  that  the  monitor  of  trans- 
actions  between  and  among  affiliates  in  that  structure,  that  would 
be  the  proper  and  appropriate  role  for  a  regulator  in  that  situation. 

Mr.  Bentsbn.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you. 

Mr,  Bereuter. 

Mr.  Bereuter.  Thank  you,  Mr.  Chairman. 


Gentlemen,  thank  you  verv  much  for  your  testimony.  I  have  been 
here  for  it  all,  but  I  am  still  not  sure  I  have  sorted  through  it  all- 
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Mr.  Tassey,  in  your  testimony  for  the  AFSA,  you  expressed  con- 
cern, I  believe,  about  the  Federal  Reserve  being  a  bank  regulator 
as  opposed  to  another  of  the  existing  financial  service  regulators. 
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What  is  the  basis  of  your  concern  or  AFSA'a  concern  or  complaint 
about  the  Fed  as  a  regulator? 

Mr.  Tassey.  In  the  written  testimony,  I  believe  I  said  that  Chair- 
man Leach's  bill  made  numerous  changes  to  the  holding  company 
notification  and  application  process  which  were  highly  benencial. 
The  Federal  Reserve  in  the  past  has  been  primarily  a  bank  regu- 
lator and  it  has  the  culture  of  a  bank  regulator,  which  is  not,  you 
know,  necessarily  bad,  but  it  has  had  difficulty  in  adapting  to  other 
kinds  of  institutions  owning  limited  purpose  banks,  such  as  my 
members  that  own  banks  that  are  covered  by  the  comprehensive 
Banking  Equality  Act. 

I  think  Jim  Robinson,  when  he  testified  before  the  Capital  Mar- 
ket Subcommittee  the  other  day,  said  that  the  Fed  needs  to  become 
a  financial  services  regulator  as  opposed  to  just  a  banking  regu- 
lator if  we  are  goin^  to  move  forward.  It  is  a  subjective  comment 
There  is  not  anything  specific  in  Mr.  Leach's  bill  that  savs  that 
those  institutions  shall  be  regulated  differently  than  any  others.  It 
is  just  based  on  experience. 

Mr.  Bereuter.  It  is  not  because  of  your  view  that  there  is  a  dis- 
proportionate concentration  on  safety  and  soundness  in  the  Fed, 
that  would  not  be  the  reason? 

Mr.  Tassey.  No,  sir.  We  would  expect  them  to  be  concerned  with 
the  payment  system  and  other  safety  and  soundness  issues. 

Mr.  Bereuter.  Thank  vou. 

Mr.  Lackritz,  last  weeK  the  Treasury  Department  and  the  Fed- 
eral Reserve  in  their  testimony  indicated  that  small-  and  medium- 
sized  firms  would  benefit  most  from  Glass-Steagall  reform  because 
those  firms  are  not  being  adequately  served  by  investment  banks. 
Does  the  SIA  agree  with  the  assessment?  If  the  securities  markets 
are  so  competitive  as  we  are  hearing,  why  are  these  firms  not  being 
provided  securities  underwriting  services,  or  do  you  disagree  with 
the  premise? 

Mr.  Lackritz.  You  know,  with  all  due  respect  to  both  those  wit- 
nesses that  may  have  asserted  those  points,  I  read  their  testimony 
and  what  they  were  relating,  anecdotes  what  they  had  heard  from 
small-  and  medium-sized  banks  around  the  country  as  to  why  Uiey 
wanted  to  get  into  this  market,  because  they  felt  that  small  firms 
were  not  getting  adequate  services.  So  I  very  much  disagree  with 
the  premise. 

If  you  look,  I  think,  at  the  record  of  the  last  couple  of  years,  in 
fact,  from  the  standpoint  of  IPOs,  initial  public  offerings,  that  the 
industry  has  brou^t  forward,  from  Uie  standpoint  of  margins,  the 
mar^ns  have  come  way  down  in  the  business,  and  the  competition 
is  fairly  high. 

Now  I  think  there  are  other  reasons  why  we  need  to  reform 
Glass-Steagall.  I  don't  think  that  is  one  of  tiiem. 

Mr.  Bereuter.  To  any  of  the  witnesses  who  care  to  respond. 
Chairman  Greenspan  in  his  testimony  argued  that  the  holding 
company  structure  is  the  best  framework  for  limiting  tiie  trans- 
ference of  Federal  safety-net  subsidies,  the  deposit  insurance,  the 
discount  window  and  the  access  to  the  Fedwire,  and  so  on.  Do  you 
agree? 

Mr.  Baih'ISTA.  As  far  as  the  Financial  Services  Council  is  con- 
cerned, we  have  always  supported  legislation  that  created  all  of 
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these  affiliations  through  a  holding  company  umbrella,  and  so  we 
do  think  that  that  is  appropriate. 

We  do  have  bank  members,  however,  who  would  also  support  the 
notion  of  a  universal  bank,  but  that  has  not  been  a  position  that 
has  ever  been  advocated  by  the  Council  directly.  We  nave  alwurs 
supported  a  holding  company  model.  We  just  disagree  with  ttie 
bank  holding  company  framework  that  we  have  today. 

Mr.  Tassey.  We  support  the  holding  company  model  also.  We 
have  never  asked  for  operating  subsidiaries  or  any  of  those  other 
devices.  We  think  that  separately  capitalized  affiliates  in  a  holding 
company  structure  is  the  best  way  to  go. 

Mr.  Bbheuteh.  We  have  the  problem,  of  course,  in  the  Coi^ress 
and  this  committee,  of  allowing  greater  affiliations  with  other  fi- 
nancial intermediaries  at  the  same  time  containing  what  I  think 
was  referred  to  earlier  as  the  moral  hazards  associated  with  feder- 
ally backed  insurance.  So  that  is  one  of  our  dilemmas  here,  the 
basic  one  that  we  wrestle  with.  Any  last  minute  thoughts  about 
that  subject? 

Mr.  Baptista.  Just  one.  In  the  last  several  Congresses,  there 
have  been  several  steps  taken  by  this  committee  and  by  the  Con- 
gress to  address  deposit  insurance  through  FIRREA,  FDICIA,  and 
Depositor  Preference  Standards  enacted  in  the  last  Congress  that 
have  put  a  number  of  backstops  in  place  between  the  taxpayer  and 
the  insurance  fund. 

By  dealing  with  activities  outside  of  the  bank,  by  making  sure 
that  there  are  appropriate  safeguards,  and  ensuring  that  the  regu- 
lators have  the  tools  to  monitor  transactions,  we  think  you  can  as- 
sure that  insured  deposits  will  not  be  misused.  If  there  is  a  pattern 
of  misuse  of  insured  deposits,  then  the  regulator  should  have  dives- 
titure authority  and  be  able  to  force  the  holding  company  to  jet- 
tison its  depository  affiliate. 

Mr.  BeREUTER.  Thank  you  very  much. 

Chairman  Leach,  Thank  you,  Mr,  Bereuter. 

Mr.  Baker.  Thank  you,  Mr.  Chairman.  In  my  modest  opinion, 
Mr.  Chairman,  this  is  the  most  insightful  group  of  witnesses  we 
have  had  so  far.  [Laughter.] 

I  thank  you  for  your  leadership. 

Chairman  Leach.  Without  a  doubt,  you  are  one  of  the  most  in- 
sightful members. 

Mr.  Baker.  I  continue  to  be  impressed  by  your  tremendous  lead- 
ership. 

Just  a  quick  historical  background  before  I  ask,  I  am  going  to 
ask  one  question,  and  each  of  you  who  chooses  to  respond,  please 
do,  but  I  will  be  brief  in  this. 

Just  in  looking  at  where  capital  markets  generally  have  taken 
away  from  banks  some  of  their  more  attractive  corporate  cus- 
tomers, where  credit  card  issuers  have  taken  away  more  of  die 
consumer  debt  potential  banks,  banks  seem  to  be  operating  in  an 
environment  where  their  potential  customer  base  is  greatly  dimin- 
ished, with  heightened  regulatory  standards  and  an  increased  cost 
to  do  business.  We  have  a  couple  of  options  if  we  want  our  eco- 
nomic system  of  banking  to  remain  strong  and  grow,  it  is  either  to 
greatly  minimize  these  regulatory  constraints,  or  provide  some  re- 
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lief  on  regulatory  constraints,  and  enhancing  product  diversity, 
things  they  can  sell. 

If  we  assume  for  the  moment  that  enhancing  the  things  they  can 
sell  and  the  business  with  whom  they  can  enter  into  business  with 
might  be  something  we  wish  to  explore,  a  logical  concern  expressed 
by  many  is  that  unknown  events  in  a  commercial  afBliation  might 
possibly  lead  to  business  losses  which  could  How  through  the  hold- 
ing compEmy,  and  even  with  the  highest,  thickest  and  most  obnox- 
ious firewalls  we  can  create,  there  might  be  a  leeik  and  somebody 
in  the  insured  depository  institution  loses  more  than  it  should,  and 
taxpayers  are  called  to  hold  up  those  losses.  That  is  a  scenario 
which  no  one  on  this  committee  chooses  to  create  the  potential  for. 

How  do  we  best  stop  that? 

Just  by  way  of  historical  data,  Mr.  Chairman,  I  happened  to  have 
struggled  across  a  study  done  in  1986  b)^  a  fellow  named  ^tman 
looking  at  commercial  firm  bankruptcy  risk  relative  to  that  of  fi- 
nancial institutions  for  the  period  of  1970  to  1985,  and  while  the 
railroad  industry  and  the  oil  and  gas  industry,  both  of  which  I  have 
painful  experience  with,  had  higher  bond  default  rates  in  dollar 
terms  than  the  financial  community;  electronics,  computers,  com- 
munications, retailers,  airlines,  real  estate  construction,  sea  lines, 
and  trucks  and  motor  carriers  all  had  either  equal  or  lesser  default 
rates  than  that  of  the  financial  community  which  was  found  to  be 
at  8.8  percent. 

The  fact  is  that  financial  services  in  themselves  are  a  typical 
business  interest  in  the  American  economy  and  don't  have  a  pre- 
ponderance to  succeed  or  fail  to  any  creator  extent  than  anyone 
else,  but  if  we  assume  these  commercial  entities  are,  in  themselves, 
unknown  commodities  that  may  engage  in  new  risk  that  the  finan- 
cial services  industry  is  not  adequately  prepared  to  regulate  or  in- 
sure against — ^let's  assume  everything  goes  wrong.  We  have  a 
model  where  we  are  going  to  allow  commercial  ownership  of  a  hold- 
ing company  in  which  there  is  an  insured  depository  institution. 
What  steps,  if  any,  would  each  of  you  recommend  that  lu-e  not  cur- 
rently contemplated  in  anv  of  the  pieces  of  legislation  that  are  he- 
fore  us  to  further  limit  risk,  and  I  will  give  you  some  thought? 

One  is  modification  of  deposit  insurance  tor  those  who  engage  in 
new  products  and  services;  is  that  something  that  we  ou^t  to  talk 
about? 

Two,  another  suggestion  which  I  found  attractive  is  to  allow  the 
acquiring  commeraal  enti^  to  be  that  of  a  company  which  only  has 
publicly  traded  stock,  which  means  the  SEC  has  looked  at  these 
people  and  determined  that  they  are  a  commodity  suitable  for  pub- 
lic consumption  over-the-counter,  or  regulated  stock  exchanges,  for 
example:  or  to  allow  commercial  banks  to  have  an  afiiliation  as 
long  as  their  own  corporate  debt  is  investment  grade  rated. 

So  that  we  could  do  one  of  several  things,  we  could  limit  the  cor- 
porate entities  with  whom  you  associate  as  being  good  corporate 
contributors  in  the  mark-to-market  sense,  or  we  could  hope  for  the 
best  and  simply  limit  deposit  insurance  guarantees  by  the  taxpayer 
so  that  if  something  really  bad  happened,  would  not  be  on  the  hook 
as  taxpayers  from  having  made  a  bad  business  judgment. 

Now  the  question  is,  is  any  of  that  necessary  in  your  opinion?  If 
something  is  necessary,  what  should  we  do? 
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Mr.  Lackritz? 

Mr.  Lackritz.  That  is  a  difficult  question,  Congressman.  The 
ri^t  way  into  it — ^I  think  the  suggestions  that  you  had  or  the  pos- 
sibilities that  you  had,  I  would  have  to  evaluate  liiose  more.  I  em 
not  sure.  What  we  see  in  terms  of  the  bills  that  are  out  there  now, 
we  think  that  a  very  attractive  option  is  this  wholesale  uninsured 
bank  who  would  be  part  of  an  investment  banking  holding  com- 
pany. So  you  would  not  have  federally  insured  deposits  at  risk  in 
any  wav,  shape  or  fdrm  if  a  financial  services  institution  opted  to 
go  for  tnat  form  of  organization. 

Alternatively,  if  they  want  to  use  federally  insured  deposits,  or 
at  least  half  federally  insured  deposits  in  a  holding  company,  then 
it  seems  to  us  that  the  firewalls  have  to  be  very  secure  so  that  they 
don't  melt  down  in  a  crisis. 

Mr.  Baker.  Just  on  that  point,  if  there  are  any  deficiencies  you 
can  think  of,  or  additional  bricks  we  need  to  put  in  the  wall,  that 
is  what  we  are  asking  for, 

Mr,  Lackritz,  Well,  specifically  to  that  point,  I  think  in  the  bill 
that  is  before  us,  in  H.R.  1062,  we  are  very  concerned  that  the  ex- 
ceptions to  the  firewalls  that  are  in  there  now  are  sufficientW 
large,  and  that  the  discretion  that  is  granted  to  the  Fed  is  suffi- 
ciently great  as  to  make  the  firewalls  more  virtual  firewalls  rather 
than  tough  and  secure  firewalls. 

So  we  would  urge  that  those  exceptions  be  narrowed  and  that  the 
discretion  to  modify  them  that  is  granted  to  the  Fed  be  cir- 
cumscribed considerably  in  order  to  assure  that  those  firewalls  will 
hold  up  in  times  of  stress. 

The  last  point  I  would  make,  Congressman,  in  response  to  your 
question  is  that  we  also  emphasize  the  need  for  functional  regula- 
tion of  each  of  the  affiliates  because  while  perhaps  a  commercial 
entity  that  might  be  part  of  a  holding  company  structure  is  an  un- 
regulated industry  and,  in  fact,  nobo(^  is  going  to  have  a  very  clear 
view  as  to  what  is  going  on  in  that  commercial  entity  Eiffiliate, 

With  respect  to  financial  companies  and  with  respect  to  securi- 
ties firms  or  banking  organizations,  it  is  critical  to  nave  the  regu- 
lator regulating  the  affiliates  so  that  the  securities  regulator  is  reg- 
ulating the  securities  affiliate,  the  appropriate  banking  regulator  is 
regulating  the  banking  company  in  that  affiliate  structure,  I  don't 
think  there  is  ever  going  to  be  a  situation  where  we  could  be  100 
(tercent  positive  that  the  situation  that  you  described  wouldn't 
occur  but,  on  the  other  hand,  with  the  notion,  at  the  holding  com- 
pany level,  of  somebody  looking  at  the  capital  to  assure  that  the 
capital  is  there  to  back  up  the  insured  deposits  of  the  banking  or- 
ganization, and  with  functional  regulation,  and  with  the  option  of 
having  an  uninsured  wholesale  bank,  we  think  that  would  ulti- 
mately minimize  that  risk, 

Mr.  Baker.  Mr.  Chairman,  I  am  way  over  my  time.  1  will  just 
ask  the  others  to  respond  in  writing  unless  they  are  constrained  to 
make  a  comment. 

Mr,  Baftista.  I  would  be  happy  to  comment. 

Chairman  Leach,  If  you  would  like  to  comment,  quickly  please. 

Mr.  Baptista.  Just  very  quickly,  I  think  the  rating  agencies  are 
perhaps  one  of  the  toughest,  fastest  regulators  out  on  the  beat,  bar 
none.  If  we  are  talking  about  publicly  traded  companies,  and  I 
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think  we  are,  then  clearly  the  rating  agency  is  going  to  have  the 
first  signal  of  a  problem  in  the  corporate  structure. 

By  reljang  on  capital  and  enforcing,  in  all  instances,  the  bank  to 
be  well  capitalized,  the  absolute  toughest  and  highest  capital 
standards,  and  giving  the  regulator  the  authority  to  require  divesti- 
ture if  there  is  a  problem,  I  ^ink  that  works. 

The  problem  with  the  wholesale  bank  is  the  affiliation  with  in- 
sured institutions.  If  you  want  to  be  a  retail  provider  of  financial 
services,  if  you  want  to  issue  just  a  simple  VISA  or  Mastercard,  be- 
cause of  the  VISA  or  Mastercard  bylaws,  vou  have  to  be  eligible  for 
deposit  insurance,  so  that  presents  a  problem. 

Chairman  Lbach.  Thank  you. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman.  Good  afternoon.  I  have  a 
couple  of  questions.  One  of  them  has  to  do  with  capital  standards, 
because  I  think  this  is  one  of  the  keys  to  the  problem  that  we're 
having  establishing  capital  standards  that  are  sufficient  to  protect 
us  against  potential  risk,  to  depositors  and,  in  turn,  taxpayers. 

I  saw  in  the  testimony — Mr.  Tassey  of  the  AFSA  notes  that  the 
median  ratio  of  equity  to  assets  for  the  largest  bank  holding  compa- 
nies is  about  7.95  percent,  while  the  median  for  the  largest  20  pub- 
licly held  finance  companies  is  11.9  percent.  Do  vou  think  that  the 
bank  holding  companies  should  have  to  meet  that  higher  capital 
standard  in  order  to  engage  in  diversified  transactions? 

Mr.  Tassey.  It's  a  complicated  question.  I  mean,  to  some  extent, 
with  regulated  institutions,  what  you're  doing  is  substituting  regu- 
lation for  some  of  that  capital.  Those  capital  ratios  that  I  refer  to 
in  my  testimony  are  a  judgment  of  the  markets  as  to  what  kind 
of  protection  they  want  to  see  before  they're  going  to  invest  in  your 
short-term  commercial  paper. 

While  some  banks  or  bank  holding  companies  may  be  individ- 
ually undercapitalized,  you  can  argue  that  in  the  current  regu- 
latory environment  others  are  overcapitalized  in  the  sense  that 
there  is  a  constraint — ^you  know,  you're  either  a  bank  or  you  aren't. 
A  bank  never  becomes  something  else.  They  never  give  up  their 
charter  and  do  anything  else. 

They  may,  given  the  activities  that  they  can  engage  in  and  their 
regulatory  structure  and  culture,  maybe  they  have  too  much  cap- 
ital. Maybe  that's  why  in  past  times  a  lot  of  bad  loans  have  been 
made.  If  the  capital  doesn't  have  a  good  use,  then  you  have  too 
much  capital.  It  could  be  even  at  3  percent,  6  percent,  whatever. 

I  don't  make  that  point  in  my  testimony  to  say  that  we're  twice 
as  good  as  banks  because  we  have  twice  as  much  capital  or  we're 
twice  as  safe.  I'm  just  trying  to  highlight  the  differences  in  regula- 
tion and  the  fact  that  capital  is  important,  but,  in  and  of  itself,  is 
not  a  determinant  of  competitiveness  of  what  activities  you  should 
or  shouldn't  be  engaged  in. 

Mr.  Lazio.  Do  you  think  the  market  is  a  good  barometer? 

Mr.  Tassey.  We  have  a  lot  of  experience  in  our  industry  where 
you  have  a  commercial  parent  owning  either  a  non-bank  financial 
subsidiary  or,  in  some  cases,  an  insured  subsidiary,  as  well.  What 
we  find  is  that  the  commercial  paper  markets  and  the  rating  agen- 
cies move  very  swiftly.  Commercial  paper  is  short-term  maturity. 
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270  days,  and  there  have  been  almost  no  failures  of  rated  commer- 
cial paper.  There  have  been  none  for  a  finance  company. 

Basically,  there's  a  good  exit  mechEinism  there,  there's  a  good 
earlv  warning  system,  and  the  ownership  of  an  insured  institution 
tends  to  affect  the  parent  more  adversely  than  you  would  think. 
Even  though  there  is  deposit  insurance,  I  think  the  ratin|;  agencies 
in  the  commercial  paper  markets  realize  if  the  insured  institution 
gets  in  trouble,  it's  a  black  hole  for  the  commercial  affiliates  be- 
cause the  regulators  are  going  to  be  looking  or  the  markets  are 
going  to  be  looking  to  the  parent  to  prop  up  the  credit  rating  of 
that  subsidiary. 

It's  not  a  perfect  model  for  insured  institutions.  There  are  a  lot 
of  differences.  But  if  some  of  that  market  discipline  could  be  in- 
jected into  insured  institutions  and  some  of  the  excessive  deposit 
insurance  squeezed  out,  as  appropriate,  then  it  mig^t  make  these 
policy  decisions  a  little  easier. 

Mr.  Lazio.  Let  me  ask  Mr.  Baptista.  I  noticed  in  your  testimomr, 
and  I  apologize  for  not  being  able  to  hear  it,  discussed  in  Mr. 
Baker's  proposal,  which  you  favor,  that  there  is  a  mechanism  for 
a  bank  to  lend  to  a  non-bank  subsidiary  up  to  20  percent,  I  think, 
of  its — am  I  correct  in  that?  In  its  capital. 

Tell  me,  if  you  can,  what  would  allow  us  to  ensure  that  we  didn't 
get  to  the  point  in  a  subsidiary  situation  where  there  is  insolvengr. 
We  wouldn't  have  to  go  to  ^ound  zero  before  we  were  able  to  react 
to  that  potential  loss  of  capital  on  the  part  of  the  bank. 

Mr.  Baptista.  I  think  in  the  first  sense,  it's  the  bank  lending  to 
an  affiliate.  I  was  describing  the  provisions  of  23A  and  23B  of  tJie 
Federal  Reserve  Act  that  applied  to  all  transactions  between  banks 
and  their  affiliates,  which  we  believe  are  the  proper  standards  and 
we  think  there  perhaps  should  be  some  flexibility  for  the  regulator, 
depending  on  costs,  to  make  those  adjustments. 

We  have  always  supported  what  is  referred  to  as  the  bear-down 
provision — it's  the  capital  enforcement  standards  in  the  Baker 
bill — that  require  the  regulator  to  step  in  at  the  first  sign  of  any 
capital  deficiency.  All  depository  institutions  controlled  by  financial 
services  holding  companies  in  this  proposal  would  be  required  to 
keep  their  banks  well  capitalized,  the  nighest  possible  standards 
established  under  FDICIA 

Mr.  Lazio.  But  that  might  not  be  40  percent. 

Mr.  Baptista.  We're  talking  about  rou|;hIy  10  percent  capital  in 
many  instances.  The  notion  is  that  the  minute  that  the  bank  would 
fall  below  that  minimum  capital  level,  the  highest  capital  level,  the 
regulator  would  have  to  step  in.  There  would  oe  no  option.  It  would 
have  to  step  in,  work  out  an  arrangement  within  30  days  with  the 
parent  company  to  get  back  to  well  capitalized.  Any  failure  to  woik 
at  that  agreement  would  require  an  automatic  divestiture  of  the 
institution. 

Our  notion  there  being  to  step  in  at  such  an  early  stage,  you're 
not  waiting  till — I  think  the  standards  now,  if  I'm  correct,  are  1  or 
2  percent  capital  before  there's  a  forced  divestiture  as  a  result  of 
FDICIA.  So  we're  talking  a  much,  much  more  early  warning 
system. 

Mr,  Lazio.  My  time  is  up.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Would  you  care  for  more  time,  Mr.  Lazio? 
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Mr.  Lazio.  I  had  one  additional  question,  if  I  can. 

Chairman  Leach.  Yes,  please.  Go  right  ahead. 

Mr.  Lazio.  Thank  you.  I  take  it  everybody  would  be  fans  of  func- 
tional regulation  on  the  panel.  What's  the  aggregate  opinion  of  the 
interagency  model  that  both  the  Administration  and  I  think  Mr, 
Baker  favor  in  terms  of  regulation?  For  the  people— for  the  banks 
that  have  less — for  the  holoing  companies  that  nave  less  than  50 
percent  of  their  money  in  banks  or  thrifts. 

Mr.  Lackritz.  The  question  you  raise  I  think  is  who  should  over- 
see or  who  should  reflate  the  holding  company,  whether  it's  a  fi- 
nancial services  holding  company  or  an  investment  banking  hold- 
ing company  or  a  different  kind  of  financial  holding  company. 
That's  a  tough  question,  I  think,  because  it's  important  from  the 
standpoint  of  overall  viewing  the  system,  that  someboe^,  in  fact, 
has  a  view  as  to  how  that  holding  company's  capital  is— to  assure 
that  the  holding  company  capital  is  adequate  to  support  an  insured 
depository  institution,  for  example.  So  that  it's  a  source  of  strength 
for  the  insured  depository  institution. 

And  on  the  other  hand  it's  important,  from  the  overall  stand- 
point, to  assure  that  transactions  between  and  among  affiliates  of 
the  holding  company  are  appropriate  and  not  done  at  less  than  an 
arm's-length  basis.  So  from  that  standpoint,  how  you  pick — ^vou 
have  a  couple  of  different  models  there  vmere  you  could  pick  eiuier 
the  Fed  to  do  all  that  for  every  financial  services  holding  company 
or  you  could  pick  the  primary — the  regulator,  the  primary  busmess 
in  that  financial  services  holding  company,  or  you  could  create 
some  interagency  council  of  some  kind  to  oversee  it  and  come  up 
with  the  right  model. 

I  can  tell  you  that  from  the  SIA's  perspective,  we  don't  have  a 
clear  perspective  or  consensus  on  that  yet  among  our  members.  As 
you  know,  the  SIA  represents  a  fairly  competitive,  diverse  and  rel- 
atively fractious  industry.  So  we  haven't  quite  reached  a  consensus 
on  that. 

Mr.  Lazio.  You  know  better  than  I  do. 

Mr.  Fenk.  Mr,  Lazio,  I  might — I  certainly — in  the  case  where  the 
bank  is  not  predominant,  at  least,  I  certainly  think  it  would  be  a 
mistake  to  have  the  Federal  Reserve  Board  on  top  and  the  commit- 
tee is  much  better.  Let's  give  you  a  couple  of  reasons. 

I  was  looking  at  Chairman  Greenspan's  testimony  last  week.  He 
warned  that  even  the  Board  was  concerned  that  if  the  umbrella 
agency  is  a  banking  agency,  the  market  will  believe  that  "the  gov- 
ernment is  responsible  for  the  operations  of  the  entire  holding  com- 
pany as  it  is  for  banks.  This  subtle  transference  of  the  appearance 
of  safety  net  support  to  financial  affiliates  of  banks  creates  a  moral 
hazard.^ 

If  you  pass  this  le^slation  and  a  large  securities  firm  or  mutual 
fund  company  acquires  a  tiny  bank,  I  don't  think  it  makes  any 
sense  to  have  the  Federal  Reserve  Board  as  the  czar  of  the  holdii^ 
company.  It  will  create  this  moral  hazard. 

Second,  we've  seen  in  banking  reflation  alrea^,  because  the 
banking  regulators  are  concerned  with  the  safety  and  soundness, 
when  the  FDIC  was  the  first  banking  agency  to  allow  subs  of 
State  non-member  banks  to  do  securities  underwriting  in  mutual 
fiinds,  they  imposed  safety  and  soundness  constraints  on  the  types 
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of  securities  and  mutual  funds,  those  securities  affiliates  could 
underwrite. 

The  bank  safety  and  soundness  principle  started  to  permeate 
non-bftnking  activities.  1  think  that's  very  bad  for  the  securitieB  in- 
dustry and  very  bad  for  the  economy.  So  I  think  at  least  where  the 
bank  is  not  the  predominant  entit^  in  the  holding  company,  the 
committee  structure — as  Mr.  Lackntz  said,  there  are  many  alter- 
natives, but  the  committee  structure  would  certainly  be  preferable 
to  having  the  Federal  Reserve  Board  as  the  czar. 

Mr.  L^IO.  I  thank  the  Chfiirman  for  his  patience. 

Chairman  Leach.  Thank  you.  Before  turning  to  Mrs.  Roukema, 
I  want  to  clarify  a  circumstance.  The  quote  you  read  is  a  valid 
quotation,  but  I  think  it  would  be  misleading  to  suggest  that  even 
tnough  he  reflected  a  concern,  the  Chairman  of  the  Federal 
Reserve  Board  is  certainly  in  favor  of  Fed  regulation  in  this 
circumstance.  So  I  dont  want  anybody  to  misunderstand  that 
situation. 

Mr.  Lazio.  I  didn't  mean  to 

Chairman  Leach.  On  the  second  point,  let  me  be  very  clear.  As 
you  look  at  the  panoply  of  alternatives,  this  Congress  has  two 
choices  on  the  critical  issue  of  defining,  A,  regulation;  B,  what  is 
a  finimcial  activity.  Congress  can  decide  that  an  independent  regu- 
lator make  these  definitions  or  that  a  politicized  board  make  them. 
The  choice  is  between  politics  and  independence. 

I  will  tell  you  when  it  comes  down  to  that  choice,  it  is  dam  dif- 
ficult, despite  all  the  reservations  one  might  have  about  the  Fed, 
not  to  opt  for  the  Fed.  Dam  difficult.  And  I  think  that^s  going  to 
be  one  of  the  critical  decisions  this  committee  is  going  to  have  to 
make.  Mrs.  Roukema. 

Mrs.  Roukema.  Well,  I  couldn't  agree  with  you  more,  Mr.  Chair- 
man, and  I  don't  know  what  Mr.  Fink  wanted  to  respond.  But  I  to- 
tally agree  with  the  Chairman  with  what  he  has  just  stated.  And 
I  don't  even  know  if  I  have  a  question  now.  Let's  see.  Fll  talk  for 
a  minute  or  so  and  see  if  I  come  up  with  a  question. 

But  I  want  to  tell  you  that  from  what  I've  heard,  and  I've  only 
been  able  to  read  through  Mr.  Lackritz'  testimony,  not  everyone's 
testimony,  but  from  what  I've  heard,  you've  all  given  the  same  kind 
of  allegiance  to  safety  and  soundness  and  firewalls,  but  nobody  has 
gone  on  to  have  any  agreement  as  to  what  constitutes  safety  and 
soundness  and  firewalls. 

Fve  got  to  tell  Mr.  Baptista  that  I  have  a  fundamental  opposition 
to  the  idea  of  entering  into  commercial  activities,  such  as  your  bill 
proposes,  and  1  don't  know  what  you  said  on  safety  and  soundness. 
But  in  this  day  and  age  when  we  are  still  trying  to  absotb  the  im- 

filications  of  the  international  global  financial  gnd  with  the  techno- 
Qgical  advances  for  fast  movement  across  the  globe  of  money  mar- 
kets and  in  the  wake  of  the  Barings  question  and  the  whole  subject 
of  using,  the  D  word  again,  derivatives,  which  nobody  likes  to  hear, 
but  it's  there,  I  don't  Know  how  any  of  us  CEm  have  any  faith  in 
anybody's  definition  of  what  firewalls  or  safety  and  soundness  are. 
I  think  maybe  Mr.  Lackritz — and  what  I've  heard  him  say,  but 
not  in  his  testimony,  has  gotten  closest  to  giving  us  some  kind  (^ 
a  definition.  But  the  last  thing  in  the  world  that  will  lead  us  to 
safety  and  soundness  and  enforcement  of  firewalls  is  a  politicized 
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board,  such  as  the  Chairman  has  just  alluded  to.  thalfs  proposed 
in  the  Administration  bill. 

Now.  I  don't  know  if  anybody  would  like  to  respond  to  that,  par- 
ticularly if  you'd  like  to  respond  to  the  Barings  example  and  now 
it  would  be  dealt  with  under  the  regulatory  proposals  that  you've 
professed  allegiance  to.  Mr.  Fink,  yea. 

Mr.  Fink.  Yes.  I  want  to  respond,  if  I  could,  to  the  Chairman's 
remarks,  as  well.  In  the  hypothetical  I  gave,  where  a  lai^  securi- 
ties firm  acquires  a  small  bank,  it  could  be  that  an  independent 
regulator  would  be  better  than  the  committee,  but  it  might  be 
the  SEC,  which  is  an  independent  agency  who  is  very  tou^  on 
firewalls. 

My  point  was  more  dubiousness  about  having  a  bank  regulator 
always  as  the  independent  entity  over  the  holding  company.  That 
was  simply  what  I  was  trying  to  say. 

Mrs.  ROUKEMA.  Mr.  Lackntz. 

Mr.  Lackritz.  Yes,  to  follow  up  on  that  point  In  terms  of  the 
Barings  situation,  I  think  the  concern  is — if  we  were  to  hypothesize 
than  an  insured  financial  institution  or  an  insured  depositoiy  insti- 
tution fell  into  some  trouble  because  of  activities  that  they  engaged 
in,  as  long  as  we  had  clear  functional  regulation  and  the  banking 
regulators  working  with  the  insured  depository  institution,  the  se- 
curities regulators  inspecting  and  auditing  the  broker/dealer,  and 
you  had  clear  firewalls  there,  I  think  you  clearly  would  contain 
that  problem  within  the  walls  of  that  institution. 

It  wouldn't  spread  to  the  rest  of  the  holding  company,  number 
one,  and  it  wouldn't  effect  the  taxpayers,  number  two. 

Mrs.  RouKEMA.  None  of  the  bills  before  us  have  such  a  division 
there,  have  they?  Not  as  far  as  I  understand. 

Mr.  Lackritz.  Well,  structurally,  yes.  Actually,  Chairman 
Leach's  bill  has  it. 

Mrs.  RouKEMA.  Is  closest  to  it. 

Mr.  Lackritz.  Well,  he  has  a  financial  services  holding  company 
and  there  are  firewalls  between  and  among  the  afBliates.  The  ques- 
tion I  would  raise 

Mrs.  RouKBMA.  But  he  does  use  the  Fed  as  the  umbrella  agency. 

Mr.  Lackritz.  Well,  yes,  although  that^s — ^yes.  He  has  the  Fed 
overseeing  the  holding  company.  And  the  question  I  think  comes 
up.  There  s  a  difference  between  overseeing  the  holding  comp^my 
and  regulating  the  activities  of  affiliates  of  the  holding  company. 

'The  concern  that  we  have,  as  Mr.  Fink,  expressed,  was  to  not 
have  a  bank  regulator  regulating  capital  markets  activities  of  a 
broker/dealer.  That's  the  concern  fliat  we  had. 

Mrs.  RouKEMA.  1  see.  All  right 

Chairman  Leach.  Would  the  gentlelady  yield? 

Mrs,  RouKEMA.  Yes,  I'd  be  happy  to  yield. 

Chairman  LEACH.  Just  so,  again,  there  is  no  misunderstanding, 
the  Fed  plays  a  role  in  the  legislation  we've  set  forth.  But  we  do 
have  very  precise  functional  regulation  of  which  the  SEC  regulates 
precisely  the  activity  that  you  indicated. 

And  like  Mr.  Fink  or  at  least  like  Mr,  Fink  may  have  implied, 
the  SEC  is  a  strong  regulator.  Vra  a  very  strong  advocate  of  the 
SEC  and  a  role  for  the  SEC.  There  is  no  preemptionship  in  that 
regard  of  the  Fed  versus  the  SEC  in  this  crucial  area  of  capital 
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markets  regulation,  which  is  very  definitively  the  province  of  the 
Securities  and  Exchange  Commission  under  the  approach  that 
we've  crafted, 

Mrs.  ROUKEMA.  I  appreciate  your  clarification,  yes.  Thank  you. 
Mr.  Baptista. 

Mr.  Baptista.  I  might  add  just  a  little  bit.  Notwithstanding  your 
concerns  on  banking  and  commerce,  one  of  tJie  things  the  Baker 
bill  does  is  provide  the  bank  regulator  the  ability  to  track  trans- 
actions outside  of  the  bank.  So  they  can  examine  the  books  and 
records  of  any  affiliate  of  the  bank,  including  the  holding  company, 
to  assure  compliance  with  the  standards  vis-a-vis  transactions  wiut 
those  affiliates  or  so-called  firewalls. 

We  simply  believe,  and  I  think  we  come  to  the  same  conclusion 
that  the  Chairman  came  to,  that  there  is  a  need  for  flexibility  as 
it  relates  to  those  firewalls  because  market  conditions  change.  The 
regulator  has  the  authority 

Mrs.  RouKEMA.  But  can  you  define  that? 

Mr,  Baptista,  Well,  I  guess  what  1  mean  by  that  is  you  should 
give  the  regulator  the  authority  to  go  both  ways.  If  he  sees  a  condi- 
tion or  she  sees  a  condition  in  a  particular  institution  that  would 
perhaps  present  a  greater  risk,  they  should  have  the  ability  to  step 
in  and  make  adjustments  as  to  what  type  of  transactions  can  take 
place. 

Just  as  if  there  is  an  institution  where  there  is  much  less 
perceived  risk,  they  should  have  the  fiexibilily  to  reduce  those 
restrictions. 

Mrs.  RouKEMA.  In  any  of  these  systems  of  regulation,  you  would 
have  said  that  they  should  have  detected  it  and  interposed  itself 
in  Singapore, 

Mr.  Baptista.  There  is  no 

Mrs.  Roukbma.  Mr.  Lackritz  says  yes. 

Mr.  Lackritz.  Absolutely. 

Mr.  Baptista.  I  would  say  they  should,  but  there's  no  system  of 
regulation  today,  tomorrow,  nor  has  there  ever  been  that's  fool- 
proof 

Mrs.  Roukbma.  But  it's  not  management  and  disclosure.  Now 
we're  talking  about  regulation,  regulatory  authority,  which,  up 
until  recently,  I  wasn't  able  to  get  anybody  to  concede  regarding 
the  derivatives  market.  They  talked  about  disclosure,  they  talked 
about  better  management,  but  there  should  be  a  regulatory  respon- 
sibility here,  it  seems  to  me.  No?  All  right.  Well  let  it  go  at  that 

Chairman  Leach.  Let  me  thank  you  all  for  your  very  thoughtfiil 
expositions  on  your  perspectives.  Mr.  Lackritz  may  represent  a 
fi-actious  community,  but  he's  one  of  the  least  fractious  leaders  in 
Washington,  DC.  today. 

Mr.  Lackritz.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  And  Mr.  Fink  has  presented  a  veiy  ttioughtiiil 
perspective.  Mr,  Baptista  is  not  only  thoroughly  intelligent,  but  ex- 
traordinarily persistent.  You've  been  at  this  for  a  long  time,  Sam. 
And  Jeff"  has  a  great  reputation  up  here. 

But  let  me  come  to  something  that  I  think  is  critical  to  all  of  tiiis. 
As  you  know,  we  all  represent  different  perspectives  and  one  of  the 
important  things  is  to  present  those  perspectives.  Mr.  Baptista  rep- 
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resents  a  ^roup  of  institutions  that,  irom  their  perspective,  would 
prefer  a  given  model. 

But  what,  Sam,  is  the  social  Eood  of  combining  Ford  and  Aetna 
and  Chase  Manhattan?  What  is  it? 

Mr.  Baptista.  Mr.  Chairman,  I  don't  think  that  Ford  is  inter- 
ested in  acquiring  Chase  or  Aetna.  What  Ford  Motor  has  chosen  or 
any  company  that  chooses  to  get  into  the  financial  services  busi- 
ness, they  do  so  because  they  ttiink  that  it's  a  good  business  to  be 
into. 

They  simply  want  the  same  competitive  opportunities  in  finan- 
cial services;  that  is,  to  serve  their  customers.  Now,  in  this  case, 
they've  chosen  to  serve  those  retail  customers.  It's  the  consumer. 
It's  not  the  commercial  customer  that  they're  interested  in  serving. 
They  simply  want  to  be  able  to  offer  those  products  to  those 
customers. 

The  social  good,  I  think,  in  this  case  is  the  same  soda]  good  that 
comes  from  removing  barriers  to  affiliations  within  the  financial 
services  industry,  and  that's  bringing  competition  to  tiie  market- 
place, which  is  going  to  provide  more  service  to  consumers,  lower 
costs,  and  more  competition. 

Chairman  Leach.  Well,  I  appreciate  that.  Let  me  just  tell  you 
my  concerns.  I  think  there  is  a  definitive  distinction  hetween  the 
word  "competition"  and  "conglomeration."  When  you  merge  these 
industries,  you  clearly  get  conglomeration.  Whether  you  increase  or 
decrease  competition  is  a  veiy  different  circumstance. 

'The  models  that  have  been  developed  and  examples  around  the 
world  are  not  one  of  an  increasing  competitive  environment  To  wit, 
we  look  at  Germany.  There  is  no  increase  in  competition  on  the 
sale  of  automobiles  because  Deutsche  Bank  owns  part  of  Daimler- 
Benz.  There's  no  increase  in  competition  of  banking  because  of  that 
circumstance.  Rather,  there  are  lots  of  models  where  there  is  a 
decrease  of  judgment  zmd  failed  circumstances  because  of  that 
judgment 

I  spoke  recently  with  a  former  German  central  banker  who  made 
it  veiy  clear  to  me,  in  one  way  that  caught  me  ofT-guard,  that  if 
vou  have  a  single  bank  and  two  widget  makers  in  town  and  the 
Dank  owns  part  of  one  of  the  widget  makers  and  not  the  other,  you 
may  not  have  a  circumstance  in  which  the  bank  gives  preferential 
loans  to  the  one  it  owns  part  of. 

One  of  the  odd  aspects  is  sometimes  it's  the  reverse.  The  bank 
wants  to  get  a  higher  income  from  the  widget  maker  that  it  owns 
so  it  charges  a  higher  rate  of  interest,  which  is  an  odd  phenome- 
non. In  his  judgment  it  was  an  aspect  of  German  society  that 
caused  the  bank  to  have  a  preference  not  for  the  widget  maker  it 
owns  to  become  better  capitalized,  but  less  well  capitalized.  It  took 
pressure  off  capitalization  for  the  entity  that  it  owned  because  it 
wanted  to  make  loans. 

Now,  the  only  reason  I  raise  that  is  that,  A,  it  is  the  exact  ob- 
verse of  what  I  thou^t  might  be  the  circumstance,  but,  B,  it  shows 
that  the  minute  you  have  a  situation  of  this  nature,  you  have  a 
whole  series  of  problems  you  don't  visualize  in  advance. 

Unless  you  can  make  a  compelling  case  that  there  is  a  social 
good  for  conglomeration,  I  think  all  you're  representing  is  the  best 
interest  of  a  veiy  few  market  participants.  And  that  doesn't  mean 
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these  market  participants  themselves  aren't  hi^ly  ethical,  highly 
responsible. 

But  let  me,  in  abstract,  say  to  you,  for  example,  Vm  a  Ford  deal> 
er  in  Davenport,  Iowa.  Do  I  want  Ford  Motor  to  invest  in  CitiCorp 
or  do  I  want  Ford  Motor  to  put  its  resources  into  building  a  better 
car  than  GM  has  and  that  the  Japanese  have  and  that  the  Ger- 
mans have? 

And  I  have  to  think  to  myself  there  is  no  public  demand  for  the 
approach  that  you're  advocating.  Unless  you  can  either  present  to 
this  Congress  a  public  mood  that  says  we  want  greater  conglomera- 
tion, a  social  good  that  can  be  defined  as  saying  it^s  in  the  national 
interest,  I  have  a  hard  time  doing  anything  but  sitting  and  listen- 
ing to  all  of  you,  in  as  respectful  a  way  as  I  can,  as  you  advocate 
a  cause  that  is  surprisingly  shallow,  if  not  stunnin^^ly  so. 

I  gave  a  speech  the  other  day  and  I  was  thmking  to  myself 
maybe  I  was  exaggerating,  but  I'm  not  sure  I  was,  when  I  said 
there  weren't  500  people  in  America  advocating  the  approach  that 
some  of  you  are  advocating, 

Mr.  Baptista.  Mr.  Chairman. 

Chairman  Leach.  Yes. 

Mr,  Baptista.  May  I  respond?  I  think  that  there  are  two  issues 
here.  One  is  the  banking  and  commerce  issue  and  the  other  is  the 
bringing  together  of  the  nnancial  services  industry,  a  true  financial 
services  holding  company.  And  let  me  start  there. 

I  think  most  people  would — I  shouldn't  say  most  people.  A  num- 
ber of  people  in  the  academic  community  and  among  the  regulators 
suggest  that  at  least  the  bringing  together  of  the  financial  services 
industry  creates  a  social  good,  allowing  affiliations  of  all  providers 
of  financial  services. 

It  is  very  difficult  to  try  to  bring  that  about  without  some  gray 
areas. 

Chairman  Leach.  Let  me  stop  you  right  there.  Are  you  suggests 
ing  that  you're  willing  to  accept  a  bill  tnat  brings  together  invest- 
ment banking  and  commercial  biinking?  Or  where  do  you  draw  the 
line?  Investment  bank,  commercial  bank  and  insurance? 

Mr,  Baptista,  I  say  financial  services  holding  company.  In  that 
regard,  I  talk  about  any  provider  of  financial  services.  So  that  the 
bill  works  for  Traveler's,  Prudential,  CitiCorp,  Chase,  Morgan. 

Chairman  Leach.  But  you  would  stop  at  Uie  car  company,  would 
you  not? 

Mr,  Baptista.  I  would  not  stop  at  the  car  compEuiy.  Now,  what 
I  would  do  is  I  would  come  back  and  explore  perhaps — and  ri^t 
now  let  me  speak  for  myself.  This  is  not  a  policy  thata  being  devel- 
oped by  the  council. 

Chairman  Leach.  Before  ^ou  finish,  let  me  say  it  is  my  impres- 
sion that  your  organization  is  all  or  nothing.  Am  I  wrong? 

Mr.  Baptista.  Yes,  you  are. 

Chairman  Leach.  So  you're  willing  to  stop  at  insurance  and  ac- 
cept it, 

Mr,  Baptista,  We  would  not  be  willing  to  say  today  that  we 
would  not  continue  to  support  and  advocate  broader  reforms,  just 
as  we  are  not  here  to  oppose  your  bill,  H.R.  1062, 

Chairman  Leach.  You're  not? 

Mr.  Baptista.  No. 
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Chairman  Leach.  I  think  we  ought  to  adjourn  right  here. 

Mr.  Baftista.  I'm  kind  of  like  the  Dicken's  character,  Oliver;  Tin 
here  to  say  please,  sir,  I'd  like  some  more.  I  think  in  this  case, 
though,  it's  very  difficult  to  simply  say  banks,  securities  and  insur- 
ance, recc^nizing  that  if  vou  stop  and  looked  at  the  activities  of 
these  financial  services  holding  companies  that  exist  in  the  market- 
place today  and  that  are  purely  financial  in  nature,  they're  not 
quite  so  pure.  All  exist  with  some  gray  area.  And  the  more  we  de- 
velop technology,  the  more  that  gray  area  comes  into  play. 

I  do  think  ifyou  take  a  look  at — and  I  hate  to  use  the  example 
of  Ford  Motor,  but  they  happen  to  be  the  only  true  commercial  firm 
that's  part  of  the  Financial  Services  Council.  They  own  today  the 
Associates.  The  Associates  today  owns  a  credit  card  bank.  Con- 
gress, in  1987,  specifically  authorized  any  company  to  be  able  to 
own  a  credit  card  bank. 

They  are  precluded  in  that  credit  card  bank  from  issuing  cor- 
porate cards,  cards  that  can  be  used  for  business  purposes.  They 
feel  that  there  are  some  legitimate  things  that  they  can  be  doing 
that  the^  today  are  foreclosed  from  doing.  As  I  said,  they  are  also 
a  participant  in  the  financial  services  business.  They  don  t  want  to 
be  left  behind.  They  don't  want  to  own  Chase.  They  don't  want  to 
go  out  and  buy  CitiCorp.  But  they  need  to  have  some  avenue  into 
Uie  market 

Chairman  Leach.  I  appreciate  that.  Let  me  bring  this  to  an  end. 
But  let  me  say  even  though  someone  may  think  they  may  not  want 
to  do  something,  I  will  tell  you  that  it  strikes  me  as  next  to  impos- 
sible, if  we  pass  the  broader  bill,  that  you  would  not  see  the  great- 
est number  of  companies  in  play  of  all  varieties  in  the  history  of 
the  United  States. 

In  my  judgment,  this  would  cause  right  at  the  very  beginning 
massive  new  leveraging  within  American  society.  Now,  granted, 
you  can  have  some  mergers  that  would  just  be  stock-to-stock,  but 
almost  from  the  very  beginning  someone  is  going  to  do  a  borrowed 
bmr-out  and  it's  just  going  to  be  trip  wire. 

I  ask  you  as  we  look  at  our  society  and  question  all  of  American 
industry  do  we  have  enough  capital  versus  too  much  borrowing? 
Haven't  we  encouraged  levera^ng  versus  the  building  up  of  capital 
not  only  in  banking,  but  everywhere  else.  I  have  concerns  about 
this  leveraging  ana  I  have  doubts  that  we  will  be  better  able  to 
compete  in  the  world. 

So  even  though  you  might  suggest  that  no  one  has  this  as  a  par- 
ticular intent,  everybody  is  going  to  be  looking  sideways  and  com- 
ing up  with  new  ideas.  And  the  question  is  who  is  going  to  be  first 
out  of  the  box.  Is  Aetna  going  to  buy  Ford?  Is  Ford  going  to  buy 
Aetna?  Is  Chase  going  to  buy  Prudential?  Is  Prudential  going  to 
buy  chase?  1  don't  know,  but  I  think  everybody  is  going  to  be  rac- 
ing to  be  the  one  doing  the  buying  instead  of  the  person  being 
bought 

rtl  tell  you,  as  a  national  legislator,  in  the  end,  how  can  one  say 
America  is  better  off?  And  I  just  have  great  doubts,  although  what 
everybody  has  said  about  this  differentiation  within  the  financial 
services  community  has  to  be  taken  very  seriously.  There  are  lines 
that  all  of  us  are  going  to  have  to  think  through,  out  111  be  darned 
if  breaking  commerce  and  finance  is  one  that  1  find  very  helpful. 
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Listen,  we've  gone  on  fairly  long.  Dick,  did  you  want  to  raise  a 
question? 

Mr.  Chrysi£R.  No. 

Chairman  Leach.  Let  me  thank  you  all  and  the  meeting  is 
adjourned. 

[Whereupon,  at  4:07  p.in.,  the  hearing  was  adjourned.] 
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H.R.  1062,  THE  FINANCIAL  SERVICES 

COMPETITIVENESS  ACT  OF  1996» 

GLASS-STEAGALL  REFORM, 

AND  RELATED  ISSUES  (REVISED  HJL  18) 


wednesday.  march  15,  1996 

House  of  Representatives, 
commfttee  on  banking  and  financial  services, 

Washin^on,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:08  a.m.,  in  room 
2128  Raybum  House  Omce  Building,  Hon.  James  A.  Leach  [chair- 
man of  the  committee]  presiding. 

Present:  Chairman  Leach,  Representatives  Roukema,  Bereuter, 
Baker,  Lazio,  Castle,  Lucas,  Barr.  Chrysler,  Heineman,  LoBiondo, 
LaFalce,  Schumer,  Kennedy,  Flake,  Orton,  Maloney,  Barrett, 
Velazquez,  Y^n,  Watt,  and  Bentsen. 

Chairman  LEACH.  The  committee  will  come  to  order. 

We  begin  today  again  with  a  further  review  of  the  issue  of  Glass- 
Stea^l.  Our  first  witness  is  the  distinguished  Chairman  of  the  Se- 
curities and  Exchange  Commission,  a  man  of  great  reputation  in 
this  town  and  around  the  world,  Mr.  Arthur  Levitt,  and  you  are  ac- 
companied by  Mr.  Brandon  Becker,  and  what  is  your  title,  sir? 

Mr.  Becker.  Director  of  the  Division  of  Market  Regulation. 

Chairman  LfACH.  Good.  Well,  you  are  welcome,  as  well,  Mr. 
Becker. 

Mr.  Becker.  Thank  you. 

Chairman  Leach.  Mr.  Levitt. 

STATEMENT  OF  HON.  ABTHUR  LEVITT.  CHAIRMAN  OP  THE 
SECURITIES  AND  EXCHANGE  COMMISSION;  ACCOMPANIED 
BY  BRANDON  BECKER.  DIRECTOR  OF  THE  DIVISION  OF 
MARKET  REGULATION 

Mr.  Levitt.  Chairman  Leach  and  members  of  the  committee^  I 
appreciate  this  opportunity  to  testify  on  behalf  of  the  Securities 
and  Exchange  Commission  regarding  H.R.  18,  the  Financial  Serv- 
ices Competitiveness  Act  of  1995. 

Let  me  begin  by  thanking  you,  Mr.  Chairman,  for  advancing  the 
dialogue  on  Glass-Steagall  reform  and  financial  services  mod- 
ernization and  for  holding  these  hearings. 

Before  the  enactment  of  tiie  Glas8-Steaf;all  Act  some  60  years 
ago,  banks  were  significant  participants  in  our  Nation's  capital 
markets.  Indeed,  by  1930,  bank  affiliates  were  sponsoring  over  50 
percent  of  all  new  securities  issues,  and  41  percent  of  all  commer- 
ces) 
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cial  bank  assets  were  invested  in  securities  or  securities-related 
loans. 

This  involvement  in  the  securities  markets  came  under  close 
scrutiny  after  the  1929  market  crash.  The  Pecora  hearings  of  1933, 
which  focused  on  the  causes  of  the  crash,  uncovered  a  wide  range 
of  abusive  practices  on  the  part  of  banks  and  bank  affiliates.  These 
included  a  variety  of  conflicts  of  interest,  the  underwriting  of  un- 
sound securities  in  order  to  pay  off  bad  bank  loans,  and  "pool  oper- 
ations' to  support  the  price  of  bank  stocks. 

Revelations  about  these  and  other  abuses  reinforced  concenu 
about  the  role  that  banks  played  in  fueline  the  speculative  fever  of 
the  1920's.  They  also  compounded  fears  that  the  securities  activi- 
ties of  bank  afnliates  threatened  bank  safety  and  soundness  and, 
therefore,  tJie  public  interest  Ultimately,  strong  public  reaction  to 
the  Pecora  hearings  prompted  the  enactment  of  the  Glass-Steagall 
Act,  which  tore  down  the  bridge  between  commercial  and  invest- 
ment banking.  Because  banks  were  barred  from  most  securities  ac- 
tivities, it  was  logical  also  to  exclude  them  from  the  Federal  securi- 
ties laws. 

That  logic  no  longer  applies.  Expansive  banking  ^ency  interpre- 
tations over  the  years  have  given  banks  a  beachhe^  in  secunties 
terrain.  Banking  firms  now  engage  in  such  activities  as  providing 
investment  advice  or  other  services  to  investment  companies,  sell- 
ing mutual  funds,  and  operating  underwriting  and  broker-dealer 
affiliates.  At  the  same  time,  however,  banks  remain  exempt  from 
the  securities  regulatory  framework  and  its  numerous  important 
protections  for  investors.  If  this  state  of  affairs  confuses  regulators, 
one  can  only  imagine  its  impact  on  investors  and  depositors. 

Clearly,  we  need  to  modernize  and  to  rationalize  the  finandat 
services  regulatory  structure.  The  Glass-Steagalt  Act  has  served  its 
purpose  honorably  and  well,  but  the  time  has  come  to  retire  it  I 
come  before  you  today  to  offer  the  SEC's  support  as  you  seek  to 
build  a  new  bridge  between  banks  and  the  securities  industry.  But 
Fm  also  here  to  remind  all  concerned  that,  unless  corresponding 
changes  are  made  in  the  regulatory  regime,  it's  likely  that  the  new 
span  will  fall,  too,  because  oi  a  flawed  design. 

The  Commission  believes  that  H.R.  18  is  a  very  thoughtful  piece 
of  le^slation  and  a  good  first  step  in  reoj)ening  the  Glass-Steagall 
debate.  We  certainly  support  the  bill's  pnncipaT  purpose,  to  permit 
banks  to  participate  more  fiilly  in  the  securities  business  through 
affiliated  companies.  Sound  reform  could  provide  banks  with  great- 
er flexibility  and  new  avenues  for  innovation.  By  bringing  new 
competition  to  the  market  for  securities  services  and  products,  sud) 
changes  could  benefit  investors  in  the  financial  markets  as  a  whole. 
Moreover,  rationalizing  the  rules  for  financial  services  would  surely 
reduce  costs,  costs  to  public  taxpayers  as  well  as  to  private  biui- 
nesses,  by  eliminating  regulatory  redundancies. 

However,  I  would  point  out  that  there  are  other  equally  impor* 
tant  perspectives  to  consider  as  Congress  contemplates  precisely 
how  to  link  the  banking  and  the  secunties  industries.  Your  actions 
are  likely  to  have  as  profound  an  impact  on  investors  and  capital 
markets  as  on  banks.  As  the  debate  moves  forward,  the  SEC  will 
stand  up  for  two  key  principles — ^principles  by  which  our  securities 
markets  have  flounsned,  and  which  must  never  become  diluted 
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among  the  many  additional  and  very  valid  concerns  when  banks 
are  brou^t  into  the  picture. 

First,  the  interests  of  investors  must  come  before  all  others.  In- 
vestors will  benefit  if  they  can  choose  from  a  wider  array  of  finan- 
rial  products  and  providers,  but  they  should  not  be  expected  to  ^ve 
up  basic  safeguards  in  the  process.  Those  who  invest  in  bimk-sold 
securities  deserve  the  same  high  standard  of  protection  enjoyed  l^ 
those  who  invest  in  securities  sold  by  traditional  brokerage  firms. 
Moreover,  the  changes  we  make  should  allow  for  no  confusion  as 
to  whether  people  are  investing  in  insured  products  or  uninsured 
securities  instruments.  As  Congress  weighs  giving  banks  new  secu- 
rities powers,  investor  protection  must  be  an  explicit  priority. 

Second,  any  changes  that  we  make  must  preserve  the  vitality  of 
our  capital  markets.  Working  within  a  regulatory  framework  pains- 
takingly developed  over  60  years  and  supervised  by  the  SEC, 
American  capital  markets  have  underwritten  our  Nation's  extraor- 
dinary economic  success,  raising  funds  to  support  new  industries 
and  to  create  new  jobs.  That  money  has  come  directly  fixim  private 
investors,  without  the  benefit  of  Federal  deposit  insurance. 

The  securities  industry  is  characterized  hy  risk,  hy  fierce  com- 
petition, and  by  a  regulatory  framework  that  is  sensitive  to  market 
forces  and  seeks  to  use  them  wherever  possible  to  solve  problems. 
In  order  to  preserve  the  vitality  of  our  capital  markets,  risk-taking 
by  securities  firms  must  be  allowed,  and  the  markets  must  not  be 
stifled  ^  bank-style  safety  and  soundness  regulation. 

The  Commission  is  pleased  that  H.R.  18  attempts  to  address 
these  issues  through  provisions  that  would  promote  functional  reg- 
ulation of  bank  securities  activities.  The  Commission  strongly 
supports  the  principle  of  functional  regulation;  we  have  long  main- 
tained that,  if  banks  are  to  gain  full  access  to  the  securities  indus- 
try, it  is  important — indeed,  essential — that  they  follow  its  time- 
honored  rules. 

Just  imagine  extending  franchises  to  a  host  of  new  baseball 
teams  without  also  bringing  them  under  the  regular  rules  of  the 
game.  I  guess  you  would  have  chaos,  not  to  menUon  unfairness,  as 
teams  that  allowed  four  outs  per  inning  and  five  innings  per  game 
played  against  teams  with  the  standard  three  outs  and  nine  in- 
nings. Come  to  think  of  it,  considering  the  shape  of  some  of  the  re- 
placement teams  I  have  seen  on  the  news,  they  may  need  the  head- 
start  of  four  outs  per  inning  and  five  innings  per  game. 

There  is  a  clear  difference  between  banking  regulation,  which 
traditionally  and  appropriately  focuses  on  me  safety  and  the 
soundness  of  the  banking  system  and  the  protection  of  depositors. 
and  securities  regulation,  which  focuses  on  investor  protection  ana 
the  maintenance  of  fair  and  orderly  markets.  Bank  securities  ac- 
tivities should  be  subject  to  the  same  rigorous  requirements  that 
apply  to  the  securities  activities  of  non-bank  entities,  consistently 
admmistered  by  a  specialized  regulator.  American  investors  de- 
serve a  single  hi^  standard  of  protection,  a  standard  of  protection 
that  they  have  come  to  accept  through  the  years  find  that  they 
have  come  to  trust. 

H.R.  18  also  contains  important  provisions  that  would  facilitate 
regulatory  coordination  and  information  sharing.  Tliese  provisions 
recognize  and  build  on  the  concept  of  functional  regulation  and  are 
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intended  to  promote  efficient  regulation  that  does  not  unduly  bur- 
den the  operation  of  our  capital  markets. 

The  Sec  strongly  supports  the  thrust  of  all  of  these  iunctional 
regulation  provisions,  but  we  believe  investor  protection  might  be 
undercut  by  the  numerous  new  exemptions  that  the  bill  would 
grant  banks  from  the  Becurities  law.  Likewise,  more  can  be  done, 
we  believe,  to  clarify  Euid  strengthen  the  provisions  aimed  at 
achieving  what  FDIC  Chair  Ricki  lligert  Heifer  described  as  "seam- 
less" regulatory  coordination. 

A  final  concern  I  would  like  to  raise  today  is  the  burden  H.R  18 
would  place  on  securities  firms  that  acquire  banks  under  so-called 
"two-way  street  provisions.  It  strikes  me  as  unfair  to  require  such 
firms  to  divest  themselves  of  commercial  holdings  and  unproduc- 
tive to  saddle  them  with  radical  changes  in  their  regulatory  regime. 
If  I  may  extend  the  metephor,  these  Durdens  are  tantemount  to  a 
major  roadblock  on  one  side  of  the  street,  and  they  threaten  to 
maUe  it  two-way  in  name  only.  For  financial  services  reform  to 
work,  it  must  provide  brokers  with  a  meaningful  opportunity  to 
compete. 

As  we  consider  this  and  other  issues,  we  need  to  worry  less  about 
turf  and  more  about  common  ground.  Our  capital  markete  tomor- 
row will  create  things  we  reguTators  just  cannot  possibly  dream  of 
today.  The  market's  capacity  to  innovate  far  exceeds  our  ability  to 
anticipate  and  to  legislate.  In  contrast  with  the  current  medieval 
system  of  realms,  domains,  and  fiefdoms,  each  with  its  own  lord 
and  laws,  we  need  a  system  that  follows  the  logic  of  our  markets, 
organizes  activities  according  to  function,  and  can  grow  with  those 
markets  instead  of  being  shed  every  so  often  like  some  old  skin. 

The  SEC  certainly  appreciates  the  enormity  of  this  committee's 
task.  Glass-Steagalf  reform  raises  additional  complex  issues,  in- 
cluding firewalls  and  conflicte  of  interest.  In  all  of  these  areas,  I 
think  a  balance  should  be  achieved  among  bank  safety  and  sound- 
ness, fair  and  competitive  securities  markets,  £ind  protection  of  de- 
positors and  investors.  And  while  we  speak  about  financial  services 
integration,  let  us  not  forget  that  there  is  a  third  major  player  be- 
sides banks  and  brokers,  and  that  is  insurance  companies. 

Mr.  Chairman,  I  believe  we  are  at  a  historic  juncture.  The  oppor* 
tunities  are  exciting.  I  would  be  remiss  in  my  duties,  however,  if 
I  did  not  also  cite  some  of  the  dangers.  We  are  not  dismantling 
Glass-Steagall  in  a  vacuum  but  in  the  context  of  several  significant 
systemic  changes.  At  the  same  time  that  this  committee  liberalizes 
bank  policy,  Congress  is  moving  to  adopt  curbs  on  Federal  rule- 
makin|;  which  could  hamper  the  ability  of  regulators  to  maintain 
discipline  in  the  financial  markets,  and  it  is  proposing  limitetions 
on  private  rights  of  action  in  litigation.  Each  of  these  changes  indi- 
vidually presente  some  risk  to  the  capital  markets.  No  one  can  pre- 
dict what  the  cumulative  effect  might  be  if  alt  of  them  are  adopted 
simulteneously.  History  has  shown  that,  even  if  a  law  is  righL  it 
can  have  unintended  consequences  if  the  moment  is  wrone.  This 
multiplier  effect  would  seem  to  counsel  that  Congress  should  pro- 
ceed with  caution. 

None  of  that  is  to  take  away  from  the  fact  that,  in  terms  of  finan- 
cial services  reform,  H.R.  18  is  certainly  a  major  and  important 
step  in  the  right  direction.  We  believe  that  its  introduction  has  per- 
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formed  a  real  service  to  the  American  people  in  enhancing  the  de- 
bate on  a  (juestion  of  vital  imoortance  to  the  future  competitiveness 
of  our  Nabon.  As  you  move  anead  on  this  issue,  the  SEC  looks  for- 
ward to  working  with  the  members  of  this  committee  constructively 
to  meet  our  shared  goals  of  protecting  investors  and  maintaining 
the  soundness  and  preeminence  of  American  markets. 

Thank  you. 

[The  prepared  statement  of  Hon.  Arthur  Levitt  can  be  found  in 
the  appendix.] 

Chairman  Leach.  Thank  you,  Mr.  Chairman,  I  appreciate  your 
thoughtful  statement.  I  would  like  to  just  clarify  a  couple  of  points. 

One  relates  to  the  issue  of  whether  securities  activities  should  be 
conducted  under  the  umbrella  of  a  holding  company  or  through  the 
bank  itself  in  a  subsidiaiy.  As  I  read  your  testimony,  you  are 
strongly  in  favor  of  a  holdmg  company  structure.  Is  that  correct? 

Mr.  LEVITT.  That  is  correct. 

Chairman  Leach.  As  you  pointed  out,  we  have  tried  to  maintain 
the  principle  of  functional  regulation,  althou^  at  the  margins  you 
have  some  differences.  As  a  general  proposition,  you  are  supportive 
of  that  approach,  are  you  not? 

Mr.  Levitt.  Yes. 

Chairman  Leach.  Would  it  be  fair  to  say  that  it  is  easier  to  con- 
duct functional  regulation  through  a  holding  company  structure 
than  through  a  bank  subsidiary  structure? 

Mr.  LEvrrr.  I  think  it  is. 

In  fairness  to  those  who  have  proposed  a  subsidiary  structure, 
they  argue  that  the  same  protections  can  be  put  in  place  which 
would  exist  in  a  holding  company  structure.  Again,  my  experience 
through  the  years  is  that  this  is  really  not  a  matter  of  law  but  a 
matter  of  practice,  and  the  kinds  of  protections  that  one  would  ar- 
rive at  as  a  result  of  having  a  holding  company  structure,  I  believe, 
are  far  more  significant  in  addressing  these  issues  than  would  oth- 
erwise be  achieved  in  a  subsidiary,  regardless  of  the  legal  protec- 
tions that  might  be  built  into  such  structures. 

Chairman  LEACH.  Fair  enough. 

I  would  like  to  turn  to  the  second  issue.  I  am  not  sure  you  may 
not  be  overstating  your  case.  You  have  expressed  certain  concern 
that  our  legislation  does  not  have  a  two-way  street. 

In  fact,  doesn't  this  legislation  effectively  accomphsh  the  two- 
way-street  goal?  It  authorizes  firms  that  are  engaged  in  financial 
services  to  affiliate  with  hanks  under  the  same  conditions  as  bEmks 
can  affiliate  with  securities  firms. 

Your  objection  seems  to  be  that,  if  a  securities  firm  were  to  affili- 
ate with  a  federally  insured  bank,  that  it  would  come  under  Fed- 
eral Reserve  Board  supervision.  Well,  that  is  the  way  all  banks  op- 
erate today,  and  I  do  not  know  what  your  objection  to  that  would 
be. 

Mr.  Levtit.  I  do  not  want  to  paint  any  of  this  in  black-and-white. 
I  think  that  you  have  been  extremely  fair  in  terms  of  balancing  the 
interests  of  securities  firms  and  biinks  and  keeping  in  mind  protec- 
tions to  both  depositors  and  to  investors. 

So,  I  am  not  saying  that  the  bill  is  totally  mindless  of  the  two- 
way  street,  but  we  do  have  concerns  that  securities  firms  would  be 
guqject  to  consolidated  supervision  by  the  Fed  in  order  to  avail 
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themselves  of  bank  access;  we  have  concerns  that  firms  whidi  have 
other  enterprises  that  they  have  acquired  through  the  years  mig^t 
have  to  divest  themselves  of  those  enterprises. 

The  Fed's  regulation  of  the  holding  company,  we  feel  is  not  war 
ranted. 

This  type  of  supervision,  we  are  concerned,  would  impose  costs 
and  could  discourage  investment  by  securities  firms  in  banks.  It 
also  might  combine  disparate  balance  sheets  to  which  differmt 
forms  of  prudential  capital  requirements  apply.  If  I  were  to  charae- 
terize  the  greatest  concern  I  nave  with  this,  it  is  the  danger  that 
consolidated  oversight  would  stifle  the  kind  of  entrepreneurship 
which  is  part  of  the  securities  industry  and  which,  I  think,  is  a  ter- 
ribly important  part  of  what  it  does  and  should  continue  to  do. 

Chairman  Leach.  Well,  I  appreciate  that.  I  would  stress  that  we 
maintain  a  very  strong  role  for  the  SEC,  and  I  consider  myself  a 
member  that  is  a  strong;  supporter  of  the  SEC 

Mr.  LEvrrr,  Absolutely. 

Chairman  Leach.  And  I  do  not  personally  view  rival  regulatiim 
as  a  great  problem  in  this  regard.  However,  as  in  any  legislation, 
there  are  a  series  of  subtleties,  and  I  would  like  to  submit  some 

auestions  to  the  SEC  in  writing  that  might  follow  np  on  some  of 
lese  and  other  points.  We  womd  appreciate  any  cooperation  you 
could  give  us  in  this  regard. 

Mr.  LEVITT.  Absolutely. 

Chairman  Leach.  Thank  you. 

Mr.  LaFalce. 

Mr.  LaPalce.  No  questions  at  this  time.  Thank  you. 

Chairman  Leach.  Mr.  Orton. 

Mr.  Orton.  Thank  you,  Mr.  Chturman,  and  Chairman  Levitt, 
thank  you  for  your  attendance  and  your  testimony. 

I  think  you  have,  in  your  testimony,  included  some  very  construc- 
tive suggestions  with  respect  to  both  H.R.  18,  as  well  as  H.R  1062, 
and  I,  too,  am  concerned  about  iron-clad  safeguards  to  protect  not 
just  the  taxpayer  in  the  guaranteed  deposit  situation  but  also  the 
investors  in  securities  firms. 

I  am  concerned  partly  because  of  the  acknowledgement — when 
Chairman  Greenspan  was  here,  in  talking  about  firewalls,  he  indi- 
cated that  firewalls  tend  to  melt,  and  in  H.R.  1062,  those  firewalls 
may  be  considered  illusory  if  the  Fed  can  simply  ignore  them,  and 
so,  what  I  am  wondering  is  if  you  have  any — I  imagine  this  is  part 
of  the  reason  why  you  believe  the  holding  company  approach  is  bet- 
ter than  the  subsidiary,  but  I  am  wondering  if  you  could  comment 
specifically  on  firewalls  and  if  you  are  familiar  with  the  firewall  ap- 
proach that  was  developed  with  the  Energy  and  Commerce  Com- 
mittee in  1991,  if  you  think  tiiat  is  a  better  tj^je  of  firewall  ap- 
proach or  what  you  would  recommend. 

Do  you  think  firewalls  would  better  serve  the  public  interest  in 
preventing  conflict  of  interest  and  inappropriate  conduct  if  &ey 
were  structured  similar  to  what  is  in  H.R.  1062,  what  was  in  the 
Energy  and  Commerce  approach? 

Mr.  Levitt.  Well,  I  do  not  think  you  talk  about  firewalls  unless 
vou  are  afraid  that  people  may  get  burned,  and  I  think  that  they 
have  to  fiilflll  their  purpose  in  protecting  investors,  depositors,  and 
taxpayers. 


DigiiizedbyCjOO'^IC 


Obviously,  the  Commission  believes  that  firewalls  are  extremely 
important  They  can  help  to  protect  bank  safetjr  and  soundness  by 
insulating  banks  from  the  risKs  of  their  securities  affiliates.  To  the 
extent  that  firewalls  are  predicated  on  bank  safety  and  soundness 
concerns,  the  Commission  generally  defers  to  the  Congress  and  the 
banking  regulators. 

The  Commission  has  had  a  great  deal  of  experience  in  terms  of 
firewalls  involving  conflicts  of  interest  with  respect  to  the  securities 
industry,  and  I  think  that  any  of  us  who  have  dealt  with  markets 
understand  that  the  very  best  of  firewalls  represent  no  total  iron- 
clad guarantee  against  problems. 

The  nature  of  markets  is  that  they  are  unpredictable. 

The  kinds  of  products  that  we  are  seeing  today,  the  proliferation 
of  those  products,  and  the  increased  areas  of  involvement  of  securi- 
ties firms  in  a  whole  host  of  different  activities  suggest  that  fire- 
walls are  critically  important.  But  I  think  overlaying  all  of  this  is 
the  ability  of  the  regulator,  by  virtue  of  experience,  by  virtue  of  the 
smell  test,  to  anticipate  a  problem  before  it  develops  and,  perhaps 
even  more  important,  once  that  problem  develops,  to  have  tne  kind 
of  flexibility  to  be  able  to  be  responsive. 

So,  yes,  I  think  firewalls  are  critically  important.  I  think  that 
what  you  have  done  insofar  as  safety  and  soundness  of  the  banks 
and  firewalls  is  a  step  in  the  right  direction. 

I  think,  again,  being  certain  to  preserve  the  time-honored  com- 
mitment of  hank  regulators  to  regulate  the  banks  and  securities 
regulators  to  regulate  securities  firms,  based  on  their  experience 
with  the  kind  of  disruptions  that  firewalls  are  intended  to  antici- 
pate, is  the  best  way  to  see  to  it  that  they  work  and  work  properly. 

Mr.  Orton.  Thank  you. 

I  see  my  time  is  about  expired,  but  I  will  put  out  one  additional 
question,  which  you  mav  wemt  to  respond  to  in  greater  detail  in 
writing,  and  that  is  whicn  specific  exemptions  contained  in  the  new 
definition  of  broker  and  dealer  do  you  believe  should  be  removed 
from  the  bill  and  which  do  you  think  are  appropriate  to  remaining 
in  the  bill? 

I  know  that  you  have  indicated  some  concern  about  the  excep- 
tions to  the  broker/dealer  rule,  and  I  just — ^I  would  like  some,  per- 
haps, expansion  on  your  thoughts  of  which  specific  ones  should  be 
removed  or  remain  in  the  bill,  and  you  can  do  that  in  writing  if 
you'd  prefer,  rather  than  in  here. 

Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Mr.  Orton. 

Mrs.  Roukema. 

Mrs.  Roukema.  Mr.  Levitt,  Mr.  Chairman,  my  question  was,  to 
some  degree,  asked  by  Mr.  Orton,  but  I  do  not  know  that  we  have 
had  a  satisfactory  answer  here,  but  that  is  OK,  Mr.  Chairmem,  be- 
cause we  did  not  get  a — I  did  not  get  a  satisfactory  Einswer  from 
anyone,  and  I  have  asked  the  question,  in  one  form  or  another,  of 
everyone  who  has  testified  here. 

Before  I  go  into  the  question,  I  might  say,  because  it  is  related, 
I  do  appreciate  the  fact  that  you  spent  some  little  time  expressing 
some — giving  us  some  historical  background  as  to  why  Glass- 
SteagnlT  was  instituted  in  the  first  place  and  maybe  referencing  the 
fact  that  we  should,  in  reforming  it,  bringing  about  necessary  re- 
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forms,  should  avoid  inviting  the  same  kinds  of  problems  that  we 
had  in  the  1920's,  and  so  forth,  and  in  that  regard,  I  especially  ap- 
preciate the  fact  that  you  referenced  that  we  are  not  dismantling 
in  a  vacuum — I  think  those  were  your  words — and  you  referenced 
the  deregulatory  fever  that  is  going  on  here,  and  I  appreciate  that 
That  is  my  concern,  too. 

Getting  down  to  the  question  of  firewalls — and  I  just  asked 
staff— suddenly  Chinese  walls  have  fallen  from  the  vocabulary,  but 
in  the  debate  of  a  few  years  ago,  Chinese  walls  and  firewalls  were 
used  all  the  time,  but  let  me  try  to  get  to  something  that  is  a  little 
more  specific  here,  because  I  really  do  value  your  judgment  in  how 
you  construct  these  Chinese  walls  or  these  firewalls. 

In  the  wake  of  the  Barings  fiasco,  I  asked  the  question  of  Mr. 
Greenspan  and  others — and  I  think  it  was  in  that  context  that  he 
said,  you  know,  under  stress,  firewalls  melt.  That  was  my  exact 
reference,  and  in  the  context  of  that,  Barings  and  derivatives,  fire- 
walls may  melt. 

I  think  the  general  answer  that  we  got  back — and  I  am  not 
quoting  anybody  here,  but  the  general  answer  was,  well,  you  have 
to  rely  on  cood  management  and  you  have  to  be-— the  regulators 
have  to  be  able  to  anticipate  problems. 

Well,  I  wish  you  would  amplify  on  that,  particularly  in  a  specific 
case  like — whether  it  is  derivatives  that  caused  Barings  or  some- 
thing else  that  could  cause  that  kind  of  a  financial  meltdown,  espe- 
cially in — ^with  the  knowledge —  as  Mr.  Greenspan  very  eloquently 
pointed  out,  one  of  the  compelling  reasons  for  these  kinds  of 
changes  is  because  of  the  changes  in  global  capital  markets  and  the 
technology  and  the  speed  with  which  capital  is  transferred. 

I  mean  it  is  a  compelling  argument  for  dismantling  Glass- 
Steagall  as  we  know  it,  but  we  have  to  leave  something  in  its  place, 
and  I  have  got  to  tell  you,  quite  frankly,  I  am  not  convinced  that 
management  can  deal  with  a  Barings — management  in  quotes — ^I 
do  not  know  what  management  means — nor  do  I  believe,  nec- 
essarily, that  I  have  been  convinced  that  the  firewalls  as  described 
in  any  erf*  this  legislation  mi^t  be  adequate  to  that  problem. 

I  value  your  experience,  and  could  you  focus  on  the  sutgect  in 
that  context? 

Mr.  Levtit.  Surely.  You  ask  a  question  that  really  is  at  the  heart 
of  this  issue,  and  I  will  share  with  you  my  own  personal  experi- 
ences and  feelings. 

I  think  anyone  who  went  through  1987,  as  I  did,  running  a  stock 
exchange  and  anticipating  at  that  point  that  our  markets  mi^t 
shut  down,  has  had  to  focus  on  some  attitudes  and  judgments  that 
I  think  perhaps  are  relevant. 

1  think  there  are  three  elements  that  come  into  play  here:  in  the 
first  place,  leverage,  good  capital;  second,  good  management  con- 
trols; and  third,  good  risk  assessment. 

Any  one  of  those  you  probably  could  go  without  If  you  had  the 
other  two,  I  think  you  would  be  able  to  get  through  a  crisis.  But 
the  important  poin^  I  believe,  is  that  I  do  not  think  there  are  any 
series  of  regulations  or  firewalls,  no  matter  how  artfully  crafted,  no 
matter  how  tightly  structured,  Uiat  could  give  an  absolute  guaran- 
tee against  problems. 
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I  think  what  is  important  is  that  firewalls  or  regulations  or 
whatever  you  want  to  call  them  may  give  you  some  time,  and  that 
is  critically  important  at  a  time  when  the  velocity  of  products  avail- 
^le  today  internationally  has  so  much  exceeded  anything  that  we 
have  experienced  in  the  past.  Time,  in  terms  of  giving  the  regu- 
lators of  banks  or  of  broker/dealers  an  opportunity  to  deal  with  the 
systemic  disruptions  that  those  problems  could  cause,  is  terribly 
important.  I  think  what  I  would  suggest  is  the  kind  of  flexibility 
where  the  banking  regulators  are  given  the  freedom  to  act  with  re- 
spect to  the  banks  and  the  securities  regulators  v/iih  respect  to  \he 
securities  firms.  But  you  do  not  depend  upon  Uie  ^rewalls  to  cover 
everybody,  nor  do  you  depend  on  one  regulator,  no  matter  how  ex- 

Kriencea,  no  matter  how  great  the  reputation  may  he,  to  cover  all 
ses. 

So,  there  will  be  episodes  similar  to  the  Barings  one.  I  guess  I 
have  learned  that  the  problems  that  you  anticipate  are  rarely  the 
ones  that  occur,  and  the  Barings  problem  is  not  unique. 

Franklin  Bank  failed  as  a  result  of  the  activities  of  a  rogue  deal- 
er. It  clearly  represented  management  problems  and  a  host  of  other 
problems  that  have  yet  to  come  out. 

I  Uiink  your  general  approach  to  this  issue  is  sound,  but  I  would 
urge  you  not  to  expect  tiiat  the  firewalls  can  do  it  try  themselves. 
They  must  do  it  in  conjunction  with  the  kind  of  oversight  that  com- 
bines experience  and  flexibility  and  maybe  some  portion  of  good 
fortune,  as  well. 

Mrs.  ROUKEMA.  All  right.  Thank  you. 

We  will  pursue  this  further  as  we  go  along.  Any  further  written 
statements  you  might  want  to  put  in  the  record  with  respect  to  the 
definition — ^the  explicits  of  the  firewalls  I  would  appreciate. 

Chairman  Leach.  Before  turning  to  Ms.  Velazquez,  let  me  just 
m^e  one  comment  that  I  would  like  to  indicate  particular  appre- 
ciation to  the  SEC  about,  and  that  is  that,  in  regulating  broker/ 
dealers,  the  SEC  requires  mark-to-market  accounting,  something, 
frankly,  the  banking  regulators  do  not. 

Mark -to-marketing  accounting  is  perhaps  the  single  most  impor- 
tant firewall  although,  not  to  imply  that  it  is  an  adequate  firewall 
in  all  circumstances.  It  is  ein  important  firewall,  and  that  is  one  of 
the  reasons  that  I  strongly  favor  a  role  for  the  SEC  in  functional 
regulation. 

Because  we  come  from  a  banking  committee  perspective,  we 
sometimes  lost  sight  of  probably  the  single  most  important  dif- 
ferentiation in  reflation  of  the  two  kinds  of  institutions. 

Mr.  Levitt.  It  is  more  important  today  than  ever  before.  It  really 
represents  market  discipline  at  its  most  fundamental  level. 

Chairman  Leach.  Yes,  I  agree. 

Ms.  Velazquez, 

Ms.  Velazquez.  Thank  you  veiy  much,  Mr.  Chairman. 

Most  of  my  questions  have,  indeed,  been  asked  by  Mr.  Ortoi^  but 
I  do  have  some  concerns,  again  going  back  to  firewalls  and  the 
pressure  that  Glass-Steagall  reform  mi^t  place  on  insured  depos- 
its. 

From  your  perspective,  how  much  concern  should  Uie  American 
people  have  about  the  improper  use  of  insured  bank  deposits?  How 
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significant  is  the  danger  that  the  banking  industry  might  indulge 
in  ill-advised  risk  if  it  got  into  the  more  risky  securities  business? 

Mr.  Ixvnr.  I  think  that,  like  anything  else,  when  you're  dealing 
with  new  methods  of  delivering  products  that  were  previously  de- 
livered in  a  different  fashion,  it  takes  a  period  of  time  to  educate 
the  public. 

About  a  year  ago,  the  Commission  embarked  upon  a  survey  that 
found,  unhappily,  that  over  60  percent  of  people  that  had  bought 
mutual  funds  from  banks  believed  that  they  were  insured  produd^. 

As  a  result  of  the  publicity  and  dialogue  that  developed  after  the 
study  was  revealed,  I  believe  a  similar  study  today  would  indicate 
a  much  smaller  percentage  of  the  population  believe  that  those 
funds  are  insured. 

I  think  that  a  hank,  almost  b/  virtue  of  its  name  and  its  histoiy, 
has  an  image  in  the  minds  of^most  investors  and  depositors,  an 
image  of  sa^ty  and  soundness  and  security.  That  is  terribly  impor- 
tani  as  we  view  these  issues.  Because  it  is  essential  that  investors 
are  able  to  distinguish  between  products  that  are  guaranteed  and 
insured  and  those  that  are  not.  It  is  essential  that  those  products 
that  are  guaranteed  and  secured  not  be  jeopardized  by  activities 
that,  almost  by  definition,  are  more  risk-oriented.  And,  as  we  con- 
sider legislation,  it  is  important  that  we  draw  this  distinction.  We 
must  be  rigorous  in  seeing  to  it  that  misunderstandings  of  this 
kind,  whether  they  be  created  by  misleading  advertising  or  using 
names  similar  to  the  parent  bank  name  in  products  sold  t>y  the 
bank,  that  we  be  absolutely  rigorous  in  seeing  to  it  that  that  kind 
of  deception  is  not  allowed. 

Ms.  VELAZQUEZ.  Your  testimony  also  touches — and  we  discussed 
this  before — upon  tensions  between  the  jurisdiction  of  bank  regu- 
lators and  that  of  the  SEC.  Can  you  discuss  in  more  detail  the  sub- 
stantive impact  of  overlapping  regulation  as  regards  consumers 
and  taxpayers? 

Mr.  IJlvrrr.  I  think  that  we  have  learned  through  the  years  that, 
ultimately,  the  cost  of  redundant  regulation,  if  you  will,  is  borne  by 
the  consumer.  There  is  a  point,  clearly — and  I  speak  as  a  regu- 
lator— when  over-regulation  clearly  distorts  the  market  process. 

Our  markets  are  so  remarkably  resourceful  and  resilient  and  are 
doing  so  well  at  this  time,  largely  because,  I  think,  regulators  have 
been  sensitive  to  the  importance  of  allowing  them  to  ao  what  they 
do  best — take  the  risk  of  success  along  with  the  risk  of  failing — to 
make  those  markets  true  markets.  True  markets  are  ones  that  do 
not  guarantee  investors  against  failure  but  make  certain  that  dis- 
closure of  all  the  elements  of  risk  are  made  known  and  that  those 
markets  are  fairly  and  openlv  policed. 

As  far  as  I  know,  the  bank  regulators  of  this  Nation  have  mani- 
fested a  similar  commitment  in  terms  of  bank  depositors. 

However,  the  focal  point  of  bank  regulation  has  been,  appro- 
priately, safety  and  soundness,  and  the  focal  point  of  securities 
regulation  has  been  almost  an  obsessional  dedication  to  investor 
protection. 

Ms.  Velazquez.  Thank  you,  Mr.  Chairman. 

Chairman  Leach.  Thank  you,  Ms.  Velazquez. 

Mr.  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman. 
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Good  morning,  Mr.  Levitt,  and  welcome  again.  I  join  with  you  in 
again  complimenting  the  Chairman  on  his  role  in  proposing  modi- 
fication to  Glass-Steagall  limitations  on  bank  practices  in  securities 
markets. 

I  was  particularly  taken,  however,  by  comments  of  your  written 
testimony  on  pages  17  and  18  where  you  discuss  two-wa^-street  is- 
sues and  commerce  and  banking  questions,  and  you  recite  the  fact 
that  broker-dealers  are  often  efHliated  with  insurance  companies 
that  may  hold  equity  investments  in  commercial  firms  as  a  result 
of  merchant  banking  activities  and  that  these  firms  will  be  unable 
to  take  advantage  of  any  two-way  street  if  divestiture  of  such  in- 
vestments  is  required. 

As  a  footnote  to  that  statement,  you  go  on  to  say  that  a  possible 
remedy  is  the  separation  or  elimination  or  alteration,  rather  than 
elimination,  an  alteration  of  the  existing;  separation  between  com- 
merce and  banking  so  as  to  allow  combmations  of  banking,  insur- 
ance, and  other  financial  activities;  under  such  approach,  it  would 
be  appropriate  to  provide  for  regulatory  coordination,  so  forth,  basi- 
cally saying,  if  you  were  to  propose  such  a  step,  you  should  assure 
functional  regulation. 

Later  on  the  page  you  discuss  what  might  be  potential  damages 
of  such  a  proposal  based  on  the  Commission's  historic  oversight  of 
these  activities,  indicating  that,  from  time  to  time,  commercial  par- 
ents provided  a  ready  source  of  capital  to  their  affiliated  broker/ 
dealers. 

A^in,  in  a  footnote  to  that,  you  recite  a  particular  instance  in 
which  a  commercial  entity,  generally  defined  as  commercial  entity, 
helped  provide  resources  to  a  subsidiary  involved  in  securities  mat- 
ters, as  well  as  an  insurance  company. 

The  point  I  guess  I  am  trying  to  raise  here  is  that,  based  on  your 
comment,  it  appears  the  market  has,  in  fact,  veiy  much  diversified 
over  time. 

Despite  the  best  efforts  of  this  Congress  and  regulators  to  date, 
markets  find  a  way  to  deliver  product  in  a  safe  and  sound  manner 
to  customers  who  need  that  service. 

It  would  seem  more  efiicient  for  us  to,  in  this  discussion,  look  at 
all  possible  alternatives  for  restructuring  that  mi^t  take  us  into 
the  next  decade  rather  than  perhaps  just  regulating  to  the  prob- 
lems of  the  immediate  past. 

Supporting  that  ailment  would  be  the  observation  that,  if  we 
were  to  be  totally  risk  aversive,  we  should  perhaps  discuss  the  ad- 
visabilitv  of  continued  derivatives  activities,  but  not  one  regulator 
to  date  has  come  forward  and  said  derivatives  are  inherentlv  bad, 
they  should  be  carefully  monitored,  watched,  purchasers  advised, 
even  perhaps  suitability  requirements  determined,  but  not  nec- 
essarily prohibit  the  market  from  producing  a  product  which  may 
be  filling  a  legitimate  market  need. 

In  your  comment,  you  are  particularly  directing  your  view  to- 
ward the  securities  interest  and  to  H.R.  18. 

In  light  of  these  footnotes  in  the  written  testimony,  do  you  see 
a  philosophic  advantage  to  a  lessening  of  the  barriers  to  commerce 
and  finance,  and  is  the  principle  concern  how  we  regulate  that  new 
world  and  tne  second  concern  how  we  limit  risk  to  taxpayers  in  the 
event  an  affiliate  of  such  a  structure  would  have  sustained  losses 
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of  consequence  that  come  back  through  the  holdin|;  company,  leap 
over  the  firewall  or  nin  through  it,  get  to  the  depository  institution, 
deplete  its  capital  assets,  and  therefore  jump  into  the  taxpayer 
pocket? 

If  we  are  able  to  somehow  limit  that  exposure,  is  it  a  possibility 
that  this  Congress  should  look  toward  a  modernized  system  that 
allow  commerce  and  finance  rather  than  just  the  step  of  Glass- 
Steagall  repeal? 

Mr.  Levitt.  Well,  1  think  that  one  way  of  addressing  this,  obvi- 
ously, would  be  the  tightest  possible  kinds  of  firewalls,  the  highest 
kinds  of  firewalls,  but  I  recognize  the  dilemma  that  you  face,  and 
I  do  not  want  to  overstate  the  case  for  ripping  asunder  every  rule, 
every  law,  every  impediment. 

I  nave  found  that  American  commercial  society  is  remarkably  re- 
sourceful in  its  ability  to  adapt  to  laws,  even  bad  laws,  and  that, 
when  you  do  violence  to  that  system  by  suddenly  changing  the 
nound  rules,  they  become  less  accommodating  than  if  you  go  at 
this  more  thoughtfully. 

I  am  not  au^esting  that  any  member  of  this  committee  has  not 
been  thoughtful.  I  am  suggesting  that  there  are  risks  involved  in 
any  course  that  you  take. 

I  would  personally  like  to  see  securities  firms  able  to  avail  them- 
selves of  the  commercial  relationships  which,  by  and  lai^e,  have 
been  very  constructive  for  them.  We  cited  a  number  of  examples  of 
that,  and  I  guess  I  am  concerned  about  the  fact  that  they  would 
have  to  sever  those  relationships  under  certain  circumstances. 

At  the  same  time,  I  am  aware  of  concern  expressed  by  this  com- 
mittee about  the  implications  of  combining  commercial  and  finan- 
cial activities.  I  think  that  where  I  have  the  ^eatest  concern,  how- 
ever, is  allocating  to  any  one  entity  the  ability  to  say  this  is  good 
and  this  is  bad. 

Chairman  Leach.  If  I  may — I  am  sorry,  because  we  have  the  sec- 
ond bells,  and  I  want  to  just  do  a  quick  followup.  If  there  is  not 
sufficient  time  to  respond 

Mr.  Levitt.  Yes. 

Mr.  Baker.  Maybe  in  writing — but  it  appears  that  your  historic 
regulator/  role  indicates  a  value  in  some  instances  to — liquidity 
value  in  having  differing  parties  join  together  in  business  ventures; 
second,  that  triose  business  ventures  ought  to  develop  products 
they  deem  appropriate  for  the  market;  and  third,  regulators  should 
be  given  the  authority  to  step  in  quickly  where  the  public  interest 
should  be  protected  and  taxpayer  money  preserved. 

In  that  very  broad  description,  it  seems  to  fit  the  histoiy  and 
practice  of  securities  firms  and,  in  a  broader  sense,  what  is  going 
on  in  the  financial  marketplace  today. 

Mr.  Levitt.  Yes. 

Mr.  Baker.  Thank  you,  sir. 

Chairman  Leach.  Themk  you. 

I  do  not  think  we  have  time  for  you,  Rick,  if  that  is  all  right. 

John  has  one  30-second  observation. 

Mr.  Lazio.  I  am  just  not  going  to  be  able  to  come  back.  I  just 
wanted  to  thank  the 

Chairman  Leach.  Well,  of  course. 

Mr.  Lazio.  Chairman. 
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Chairman  Leiach.  You  are  recognized  for  that  purpose. 

Mr.  Lazio.  Thank  you,  Mr.  Chairman. 

I  just  wanted  to  thank  you  for  coming,  and  I  will  address  my 
questions  in  writing,  if  I  can  do  that. 

Chairman  Leach.  I  would  like  to  thank  you  for  tiianking  \he 
Chairman. 

Mr.  Flake.  Mr.  Chairman,  a  unanimous  consent  request 

Chfiirman  LEACH.  Of  course. 

Mr.  Flake.  I  have  had  the  privilege  of  hearing  Mr.  Levitt  in  our 
black  study  group.  I  will  not  be  able  to  come  back.  So,  unanimous 
consent  to  submit  questions  for  the  record,  with  your  permission. 

CJiairman  Leach.  Without  objection. 

Mr.  Flake.  Thank  you. 

Chairman  Leach.  Mr.  LaFalce. 

Mr.  LaFalce.  Mr.  Levitt,  thank  you  veiy  much.  Unfortunately, 
we  have  not  had  an  opportunity  to  come  to  know  each  other,  as  I 
have  known  some  of  your  predecessors,  Mr.  Jones,  Mr.  Breeden, 
but  I  do  want  to  say  tnat  I  did  have  a  very  close  working  relation- 
ship with  your  father,  who  campaigned  for  me  the  very  first  time 
I  ever  ran  for  office  for  the  New  York  State  Senate  in  1970,  and 
I  do  want  to  develop  a  working  relationship  with  you  similar  to  the 
one  I  had  with  your  dad. 

A  very  brief  question. 

I  am  for  some  of  the  most  broad-reaching  modernizations  that 
are  being  advocated,  and  yet,  I  have  one  very  deep  concern  about 
that,  though,  and  that  deals  with  mutual  fimds,  where  individuals 
who  go  to  a  bank  do  believe  that  thev  are  receiving  an  insured 
asset  when  they  invest  in  a  mutual  fund. 

What  would  you  think  of  the  proposal  that  no  bank  that  offers 
a  mutual  fund  could  use  the  name  of  the  bank  or  that,  if  mutual 
funds  were  being — so,  the  Chase  bank  could  not  offer  a  Chase  mu- 
tual fund,  and  conversely,  if  Merrill  Lynch,  best  known  for  being 
in  the  securities  industry,  wanted  to  have  a  bank,  it  could  not  be 
known  as  the  Merrill  Lynch  Bank,  so  that  you  could  not  use  the 
same  name  for  both  your  mutual  fund  and  your  bank,  to  avoid  this 
problem? 

Mr.  Levitt.  Well,  I  think  you  are  right.  I  think  that  a  bank  offer- 
ing a  mutual  fund  with  a  name  similar  to  the  bank  is  a  deceptive 
practice,  again  because  of  the  very  special  way  banks  are  viewed 
in  the  United  States. 

Now,  on  the  other  side  of  that,  I  do  not  think  that  any  particular 
brokerage  firm,  whether  it  be  Merrill  Lynch  or  whatever  the  firm 
may  be,  has  that  same  kind  of  psychic  imprimatur  that  a  bank 
would  have,  therefore,  and  that  provides  a  different  kind  of  prob- 
lem. But  I  think  concern  over  the  notion  that  a  mutual  fund  is  ei- 
ther guaranteed  by  the  bank  or  by  Federal  insurance  or  has  the 
same  security  that  the  bank  has — is  something  that  I  would  defi- 
nitely pursue. 

ChairmEui  Lbach.  John,  if  I  could  interrupt  here,  we  have  a  vote 
on.  The  committee  will  be  in  recess  on  this  profound  notion  of  a 
one-way  street,  and  we  are  adjourned  for  10  minutes. 

[Recess.] 

Chairman  E^each.  The  committee  will  reconvene;  and  before 
turning  to  Mr.  Schumer,  we  had  one  query  of  clanfication,  Mr. 
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Levitt.  You  are  not  suggesting,  for  the  record,  that  the  symbol  for 
Merrill  Lynch  Bank  would  have  to  become  the  bear,  are  you? 

Mr.  Levitt.  No. 

Chairman  Leach.  Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman,  and  I  am  delisted  to 
have  our  fellow  New  Yorker,  who  has  distinguished  himself  in  so 
many  ways  in  life  and  in  my  State  and  in  our  country,  here  tod^y, 
and  he  is  doing  a  very  dne  job  as  head  of  the  SEC. 

The  part  of  your  testimony  I  would  like  to  focus  on,  which  very 
few  of  the  witnesses  have,  and  it  bothers  me  or  troubles  me,  is  the 
part  where  you  talked  about  just  the  fundamental  culturstl  dif- 
ferences between  the  securities  industry  and  the  banking  industiy. 

As  I  walk  around  New  York,  for  instance,  it  is  something  that 
it  is  obvious  as  the  nose  on  one's  face,  and  yet,  no  one  has  pAid  at- 
tention to  this,  and  I  have  a  worry  about  any  of  these  consolidation 
bills,  and  that  is  that,  should  securities  firms  fundamentally  de- 
velop a  corporate,  regulated-type  structure — and  the  Federal  Re- 
serve is  quite  a  different  regulator  than  you. 

You  are  sort  of  the  bully  across  the — not  bully,  we  should  not 
say,  but  the  rival  across  the  street,  and  they  are  sort  of  like  the 
big  brother.  It  is  sort  of  a  different  attitude. 

I  worry  that  the  thing  that  I  think  has  kept  the  American  finan- 
cial services  industry  so  much  ahead  of  other  industries — and  that 
is  entrepreneurialism,  the  very  essence  of  risk-taking  and  innova- 
tion and  not  worrying  as  much  about  risk,  about  regulation,  about 
checking  things  out  with  87  different  departments — it  leads  to  big 
losses,  and  that  is  why  we  do  not  insure  it,  but  so  be  it,  that  is 
capitalism.  It  also  leads  to  tremendous  gains  and  great  innovation 
and  speed. 

The  reason  I  think  our  companies  are  better  than  a  Deutsche 
Bank  or  than  a  Dai  Ichi  Kangyo  or  even  a  Nomura  is  that  th^  are 
fundamentally  entrepreneurial. 

My  worry — and  I  would  like  your  thoughts  on  this,  because  I  am 
sure  you  have  given  it  some  tbought — is  that,  if  these  companies 
are  to  become,  certainly,  subsidiaries  but  even  affiliates  under  a 
bank  holding  company  structure  of  the  larger  institutions,  that  the 
cultures  do  not  mesh,  and  either  they  stay  very  risky,  and  that 
does  not  work  when  you  have  deposit  insuriuice  backing  them,  but 
much  more  likely  that  their  entrepreneurial  vigor  over  a  period  of 
years  will  be  sucked  out. 

In  fact,  if  you  look  at  the  two  most  entrepreneurial  banking  insti- 
tutions, not  in  marketing  but  in  merchant  banking.  Banker's  Trust 
and,  particularly,  J.P.  Morgan,  they  want  to  get  out  of  a  banking 
structure  altogether. 

So,  I  wonder — I  understand  where  all  the  industries  are  lined  up, 
and  some  of  our  biggest  securities  6rms  having  been  buffeted  about 
by  the  last  few  years  are  looking  more  to  safety  nets  than  they 
used  to  and  looking  for  capital  more  than  they  used  to,  but  I  just 
wonder  if  we  are  not  making  a  mistake  or,  certainly,  sacrificing 
something  that  has  served  American  financial  interests  well  by 
having  sort  of  a  walled-off  entrepreneurial  sector  and  then  a  less 
entrepreneurial  sector,  and  you  blend  the  two,  and  I  am  worried. 

Mr.  Levitt.  You  are  ri^t  on. 
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I  totally  associate  myself  with  your  observations  about  the  impor- 
tance of  seeing  to  it  that  that  entrepreneurship,  that  drive  for  inno- 
vation, job  creation,  whose  fundamental  purpose  is  so  different 
from  the  important  purpose  and  function  of  banks,  is  recognized  as 
we  fine-tune  a  piece  of  le^slation  which  potentially  has  such  an 
enormous  impact  on  America's  depositors,  investors,  and  economy. 

I  think  it  can  be  done,  but  I  think  it  can  be  done  beat  with  the 
kind  of  sensitivi^  to  the  different  roles  performed  not  only  by  the 
institutions  but  iyy  their  overseers  and  that,  by  endeavoring  to  craft 
legislation  which  covers  everything  and  everybody  under  the  same 
rubric,  I  think  you  would  run  into  the  kind  of  problem  that  you 
cite. 

I  think  that  there  is  a  proper  way  to  thread  this  needle — and  it 
is  not  easy.  It  is  by,  in  the  first  place,  having  a  flexible  view  of  the 
way  this  oversight  is  going  to  be  maintained,  seeing  to  it  that  bank 
regulators  regulate  banks  and  securities  regulators  regulate  securi- 
ties firms  and  seeing  to  it  that  securities  firms  are  free  to  consider 
new  products,  new  technioues.  Securities  firms  must  also  not  lose 
their  ripht  to  fail;  their  rignt  to  fail  is  the  best  way  to  see  to  it  that 
that  spirit  is  maintained  and  that  those  advantages  and  those  risks 
are  put  of  the  process  in  that  fashion. 

I  think  the  problem  you  will  run  into  is  if  you  say  that  there  is 
one  standard  or  one  regulator  that  will  cover  the  waterfront.  That 
is  vei^  difBcult,  but  I  think  you  have  approached  this  and  your 
committee  has  approached  this  with  a  sensitivity  and  a  willingness 
to  adapt  this  legislation  in  a  way  which  I  think  should  diminish  the 
likelihood  of  that  risk. 

Mr.  ScHUMER.  Mr.  Chfiirman,  might  I  ask  one  more  question. 


Chairman  Leach.  Yes. 

Mr.  ScHUMER.  Thank  you. 

Chairman  Leach.  Mr.  Schumer,  you  are 

Mr.  Schumer.  Let  me  ask  you  this. 

I  mean  this  is  a  minor  point  or  a  minor  tail  to  the  major  dog 
question  there,  but  do  you  see  any  way  that  we  could  keep  ^is 
entrepreneurialism  and  separation  alive  if  securities  firms  were  to 
be  allowed  to  be  subsidiaries  and  were,  by  and  large,  subsidiaries, 
as  opposed  to  afHliates,  of  banking  companies? 

Mr.  Levitt.  Again,  this  is  a  tough  and  controversial  issue,  and 
you  have  heard  arguments  on  both  sides  of  this,  and  I  have,  too, 
that  there  are  all  kinds  of  protections  that  could  be  built  in  that 
would  legally  ensure  the  fact  that  a  subsidiary  would  be  just  as 
ti^t,  just  as  safe  as  an  affiliate. 

I  cannot  speak  to  that  issue. 

I  can  only  say  that  my  experience  in  the  industry  and  my  experi- 
ence with  corporate  structures  tells  me  that  you  are  bettier  off  in 
an  afiEiliate  structure  in  terms  of  the  delicate  balance  of  perceptions 
and  treatment  in  terms  of  what  happens  under  stress. 

Under  stress,  where  do  I  want  to  be?  I  want  to  be  in  an  affiliate, 
not  in  a  subsidiaiy,  if  the  walls  are  caving  in. 

Now,  that  may  be  the  ultimate  pragmatism,  but  that  is  the  best 
I  can  offer  you  in  terms  of  what  I  have  seen  and  what  I  have  expe- 
rienced. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman. 
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Chairman  Leach.  Thank  you,  Mr.  Chairman,  and  1^  me  just  say 
here,  I  think  we  all  share  these  concerns  about  entrepreneurialism, 
but  I  would  suggest  that  there  is  a  little  irony  in  this.  While  I  fully 
agree  with  Mr,  Levitt's  view  that  it  ought  to  be  in  a  holding  com- 
pany structure,  oddly,  it  may  be  more  entrepreneurial  to  put  it 
within  the  bank.  Second,  one  of  the  reasons  1  prefer  the  holding 
company  structure  is  that,  in  many  ways,  the  SEC  is  a  sterner  reg- 
ulator than  the  Federal  Reserve,  and  so,  when  you  talk  about 
entrepreneurialism  and  who  is  stem  and  who  is  not,  on  some  very 
important  points,  particularly  in  this  le^slation  on  mark-to-market 
accounting  and  on  firewalls,  the  SEC  nolds  a  greater  regulatoiy 

frip.  In  my  view,  in  this  world  we  are  in,  it  is  important  that  the 
EC  does  that.  The  only  reason  I  raise  this  is  that  I  think  one  has 
to  be  very  cautious  about  where  the  conclusions  are  drawn  when 
one  uses  the  word  "entrepreneurial,"  and  where  the  balance  judg- 
ments are  to  be  made. 

Yes,  sir. 

Mr.  SCHUMER.  I  thank  the  Chairman.  I  guess  we  have  some 
disa^eement  there  on  both  fronts.  I  do  not  see — what  I  am 
worried  about  is  almost  a  cultural  point  and  not  even  safely  and 
soundness,  as  the  SEC  chairman  was  focusing  on,  but  just  the 
entrepreneurialism. 

If  you  are  part  of  a  bank  structure  or  corporate  structure,  a  high- 
ly regulated  structure,  I  think  it  is  very  nard,  even  if  you  have 
some  firewalls  of  the  kind  we  could  write,  to  prevent  the  culture 
from  seeping  down. 

Mr,  Levitt,  If  I  can  rephrase  what  you  are  saying,  I  think  the 
danger  is  letting  synergy  become  homogeneity.  I  guess  some  of  the 
bank  exceptions  and  the  allocation  to  the  Federal  Reserve  Board  of 
oversight  obviously  give  us  some  pause.  But  again,  the  way  you  all 
have  approached  this,  I  think,  will  allow  us  to  try  to  work  through 
this  and  come  up  with  something.  I  think  it  is  important  that  all 
members  of  the  community  tjiat  are  impacted  by  this  bill  be  able 
to-say  this  is  right,  this  is  good,  and  we  are  behind  it, 

Mr,  SCHUMER.  I  would  just  make  two  other  quick  [joints,  if  I 
might,  and  I  appreciate  the  gentleman  from  Maryland's  indulgence 
on  this. 

Chairman  Leach.  It  is  not  his  time. 

Mr.  ScHUMER.  OK.  Then  I  will  come  back. 

Chairman  Leach.  You  will  be  granted  a  full  lot  of  time. 

Mr.  ScHUMER.  If  you  want,  I  will  come  back  and  ask  a  second 
rotmd  after  the  gentleman  from  Maryland,  Mr.  Chairman,  I  can  do 
it  either  way. 

Chairman  Leach.  I  just  meant  that  I  am  not  taking  it  out  of  his 
5  minutes.  If  you  do  not  mind,  I  will  allow  an  extra  minute  for  the 
gentleman  from  New  York. 

Mr,  ScHUMER.  Just  in  reference  to  the  second  point,  I  agree  the 
SEC  is  a  tougher  regulator,  but  it  is  also  a  less  enveloping  regu> 
lator.  It  is  a  different  style. 

In  other  words,  you  are  in  a  securities  firm — it  seems  to  me  this 
is  right.  I  may  be  wrong  about  this,  never  having  worked  in  either 
one. 

You  figure  out,  OK,  what  are  the  legal  requirements  we  have  to 
come  up  with  after  you  decide  what  you  want  to  do,  whereas  when 


DigiiizedbyV-jOOy  IC 


79 

you  are  in  the  Fed,  there  is  sort  of  a  feeling  I  get  where  they  keep 
whispering  to  the  Fed,  what  about  this,  what  about  that,  is  this 
going  to  be  OK,  is  that  going  to  be  OK? 

It  is  a  different — as  I  say,  one — I  am  comfortable  in  describing 
the  big  brother  relationship  as  the  Fed  relationship,  and  this  one 
is  more  adversarial.  I  think  it  serves  the  industry  quite  well. 

I  think  the  Fed  relationship  serves  the  banlung  industry  quite 
well,  but  I  would  guess,  if  some  economist,  political  economist,  eco- 
nomic sociologist — call  it  what  you  will — would  look  at  the  way 
each  of  them  regulate,  it  is  far  more  different  than  even  looking  at 
the  laws  and  the  regulations  and  the  black-and-white  words  that 
we  use  are  there. 

The  other  question  I  have — and  maybe  you  could  answer  both — 
I  am  also  worried  that — let  us  say  I  am  right  and  you  are  wrong. 

Let  us  say  the  structures  in  the  bills — ^it  allows  some  synergy, 
but  at  the  larger  price  of  sucking  up  entrepreneurialism,  not  imme- 
diately but  over  a  period  of  years.  I  would  not  trade  our  system  for 
a  Deutsche  Bank  system. 

I  am  worried — if  I  had  fiill  faith  that  new  companies  could  start- 
up and  gain  some  of  the  size  that  is  necessary,  then  they  will  be 
fine,  and  that  is  the  capitalist  model,  and  I  woidd  not  worry. 

I  would  say  OK,  big  firm  X,  which  used  to  be  a  swashbuckler  and 
out  there,  is  now  becoming  very  corporate  and  very  cautious,  and 
new  little  firm  X  will  rise  up  and  take  the  place,  and  we  have  seen 
that  in  the  securities  industry  itself. 

You  know,  20  years  ago,  I  guess,  Salomon  Brothers  was  the  bad 
boy,  and  now,  they  are  the  establishment,  and  then  Bear  Steams 
and  this  one  and  that  one  get  bigger,  but  I  do  not  have  that  con- 
fidence in  the  modem  world. 

Because  capital  is  important,  one  of  the  things  that  is  driving  us 
in  this  direction,  while  you  might  end  up  with  boutiques  that  com- 
pete in  little  areas,  you  would  not  have  the  sort  of  larger  entre- 
preneurial 6rms  that  would  be  able  to  come  up. 

So,  I  am  troubled  about  that,  too. 

You  know,  all  the  stars  are  aligned  against  this  view.  The  banks 
want  to  get  into  this  industry.  The  securities  industry  basically  has 
given  up  the  fight,  for  whatever  reason. 

You  know,  the  m^or  players  are  either  silent  or  have  found  their 
own  accommodation,  Merrill  Lynch  being  in  a  different  place  than 
some  of  the  more  traditional-type  firms,  but  I  wonder  if  we  are  just 
not  moving  too  fast  and  going  to,  in  the — even  in  the  medium-term 
run,  just  sacrifice  something  that  is  pretty  good. 

So,  I  guess  my  question  is  what  about — what  are  your  thoughts 
on  new  firms  being  able  to  startup  and  replace  the  old  ones  if  my 
premise  is  right  that  those  old  ones  will  not  be  as  good  once  they 
are  part  of  a  big  corporate  entity? 

Mr.  Levitt.  I  have  been  around  the  securities  business 

Mr,  SCHUMER,  A  lot  longer  than  me, 

Mr.  Levitt.  Too  long  not  to  appreciate  the  note  of  caution  that 
you  sound.  I  think  it  is  important  that  that  note  be  part  of  your 
deliberations  on  this  issue.  I  think  your  observations  about  a  dif- 
ferent style  of  regulation  are  certainly  correct. 
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I  think  a  good  regulator  is  able  to  adapt  his  style  and  stratc^ 
to  the  industry  and  the  markets  that  he  repilates.  While  we  may 
be  stem,  I  think  we  do  not — we  try  not  to  micro-manage. 

We  allow  the  industry,  as  much  as  possible,  to  try  to  address  is- 
sues that  we  call  their  attention  to,  rather  Uian  imposing  upon 
them  redundant  regulation,  and  I  think  that  trying  to  see  to  it  uiat 
the  principles  of  functional  regulation  are  adhered  to  is  prdoably 
the  best  defense  the  committee  will  have  in  avoiding  the  problems 
that  you  correctly  anticipate. 

I  would  be  foolish  to  sit  here  and  say  that  an  industry  which  is 
functioning  as  well  as  the  U.S.  securities  industry  is  today  does  not 
run  some  risk  when  you  create  a- new  kind  of  relationship  and  a 
new  pattern.  I  think  you  have  to  be  very  sensitive  and  very  careful, 
and  you  put  your  finger  on  precisely  the  thing  we  have  to  be  care- 
ful about,  and  that  is  innovation  and  entrepreneurship.  The  best 
way  to  preserve  this  is  not  to  handcuJFf  firms  with  relators  that 
are  not  experienced  at  overseeing  them  or  by  regulations  that  are 
inappropriate  to  encouraging  the  risk-taking  that  is  essential  to 
allow  Uiem  to  function. 

Mr.  SCHUMER.  I  am  not — just — if  I  mi^t  continue  to  cany  on 
this  dialogue,  with  the  Chairman's  permission,  I  ^ess  I  put  less 
stock  in  tne  regulatory  influence — the  regulatory  mfluence  is  sec- 
ondary, and  it  is  the  other  side  of  the  coin  of  the  structure  and  de- 
posit insurance  and  all  of  that,  but  even  if  we  were  to  have  func- 
tional regulation,  corporate  culture  is  not  determined  strictly  by 
regulation. 

It  is  determined — or  business  culture,  the  better  word — and  I 
think,  if  the  top  thinks  like  a  bank  or  thinks  like  a  corporate  ^i- 
tity,  which  is  eood — ^I  do  not  think  one  is  better  than  the  other.  I 
want  to  see  boui. 

I  think  America  does  well  when  we  have  both,  but  if  a  bank 
thinks  like  a  corporate  entity  and  the  person  who  is  ultimately 
overseeing  the  entrepreneurial — either  affiliate  or  subsidiaiy — 
thinks  that  way,  over  a  period  of  time,  even  if  you  have  pretty 
strict  functional  regulation,  that  type  of  thinking  will  envelope  Uie 
smaller  one,  or  that  is  my  tear. 

So,  I  do  not  put — I  think  functional  regulation  is  important,  I 
agree  with  it  completely,  but  I  do  not  think,  tomorrow,  just  to  use 
somewhat  hyperbolic  language,  that  if  you  were  to  turn  over  some 
of  the  parts  of  banks  that  are  engaged  in  what  should  be  function- 
ally reflated  by  the  SEC  that  they  would  change  that  much  nor 
do  I  think,  conversely,  that  a  securities  firm  that  remains  r^ulated 
by  the  SEC  but  was  overseen  on  the  day-to-day  and  minute-to- 
minute  decisions  by  a  different  boss  is  going  to  keep  its  culture 
that  much. 

Mr.  Levitt.  I  think  that  is  a  risk,  but  I  think  that  knowing  that 
you  have  the  potential  to  fail  imposes  the  kind  of  culture  and  dis- 
cipline that  cannot  possibly  be  matched  with  those  that  know  that 


they  are  insured  against  failure. 
So,  I  think  that  is  a  pro 


protection,  but  you  are  quite  correct  in  point- 
ing out  the  cultural  risks  that  you  take  in  this  endeavor. 

Chairman  Leach.  Well,  thank  you.  Let  me  end  with  two  or  three 
observations  and  a  couple  of  more  questions,  and  then  we  will  wrap 
it  up. 
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First  of  all,  I  do  not  want  it  to  stand  that  this  committee  of  the 
U.S.  Congress  considers  any  bank  unfailable;  banks  do  fail. 

Deposit  insurance  is  a  protection  for  depositors,  and  it  does  give 
banks  some  advantages,  but  we  deal  with  an  industry  in  which 
failure  is  an  accepted  art  form. 

In  terms  of  worries — and  I  think  the  gentleman  from  New  York 
is  quite  prescient  with  some  of  his  concerns,  but  my  worry  is  that 
no  bimk  or  securities  firm  should  ever  think  like  a  Congress. 

Now,  having  said  that,  I  would  like  to  get  one  clarification  on  the 
record.  You  have  indicated  some  concerns  about  the — at  the  mar- 
gins, as  I  read  it,  of  the  bill  before  us,  but  in  the  final  measure, 
am  I  right  that  you  would  endorse  its  basic  thrust? 

Mr.  Levitt.  Yes. 

Chairman  Leach.  Fair  enough. 

Second,  if  I  could  just  ask  a  final  question  that  relates  to  current 
laws  as  contrasted  with  proposed  law,  because  it  underscores  the 
dilemma  and  one  of  the  reasons  why  there  is  a  proposal  to  change 
current  law,  and  that  question  is  do  you  believe  that  current  taw 
permits  national  banks  to  conduct  securities  activities  in  a  subsidi- 
ary that  are  not  permissible  for  the  national  bank  itself? 

Mr.  Levitt.  I  am  not  a  lawyer,  but  my  staff  has  advised  me  that 
it  does  not.  It  is  a  complex  area.  It  is  one  that  I  think  we  have  to 
look  at  carefully,  but  my  staffs  best  thinking  is  that  it  does  not 

Chairman  Leach.  Well,  the  only  reason  I  raise  that — I  do  not 
want  to  pit  elements  of  the  Federal  Government  today  agiiinst  each 
other  but  to  underscore  what  I  think  is  a  case  for  clarifying  tfie  cir- 
cumstance for  the  future,  and  that  is,  I  think,  one  of  the  reasons 
that  this  legislation  is  quite  timely. 

I  did  ask  one  of  your  assistants  if  she  had  any  questions  that  she 
would  like  to  ask  you,  and  she  responded  with — that  she  would  like 
to  ask  if  you  would  like  to  go  home.  Let  me  thank  you  for  coming, 
sir,  and  Mr.  Becker,  as  well. 

Mr.  Levitt.  Thank  you. 

Chairman  Leach.  The  committee  is  recessed  until  2  o'clock  this 
afternoon. 

[Recess.] 

Chairman  Lbach.  The  committee  will  reconvene,  and  let  me 
apologize. 

We  are  mid-way  in  a  series  of  votes,  and  several  have  proven  to 
be  rather  controversial,  and  so,  people  are  occupied  on  the  floor, 
but  I  think  it  appropriate  to  begin,  and  so,  as  we  reconvene  to  dis- 
cuss Glass-Steagall,  I  am  very  pleased  to  have  the  GAO  and  Mr. 
Bothwell  proceed  with  the  GAO's  perspective  on  the  Glass-Steagall 
bill  and  also  welcome  Mr.  Gramling  and  Mr.  Swaim. 

Do  you  have  separate  statements? 

Mr.  Bothwell.  No,  we  just  have  one  statement. 

Chairman  Leach.  Fine.  Please,  go  iihead,  Mr.  BothwelL 
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STATEMENT  OF  JAMES  L.  BOTHWELL,  DIRECTOR,  FINANCIAL 
INSTITUTIONS  AND  MARKETS  ISSUES,  U^  GENERAL  AC- 
COUNTING OFFICE;  ACCOMPANIED  BY  ROBERT  M. 
GRAMLING,  DIRECTOR.  CORPORATE  FINANCIAL  AUDITS,  AC- 
COUNTING AND  INFORMATION  MANAGEMENT  DIVISION. 
AND  STEPHEN  C.  SWAIM.  ASSISTANT  DIRECTOR,  FINANCIAL 
INSTITUTIONS  AND  MARKETS  ISSUES.  GENERAL  GOVERN- 
MENT DIVISION 

Mr.  BoTHWELL.  Thank  you,  Mr.  Chairman.  I  have  a  longer  writ- 
ten statement  I  would  like  to  submit  for  the  record,  which  I  will 
then  summarize. 

Chairman  Leach.  Please,  and  without  objection,  the  longer  state- 
ment will  be  placed  in  the  record. 

Mr.  BoTHWELL.  Mr.  Chairman,  we  are  pleased  to  be  here  today 
to  discuss  modernizing  our  financial  services  regulatoiv  system. 

There  are  many  good  reasons  for  considering  legislation  at  this 
time,  and  the  proposals  now  before  this  committee  provide  a  wide 
range  of  options  for  restructuring  the  traditional  relationships  be- 
tween banking  securities,  and  other  related  activities. 

We  believe  that  enhancing  financial  sector  efficiency  is  an  impor- 
tant public  policy  ^oal,  but  in  pursuing  that  ^al,  we  should  not 
lose  sight  of^ other  important  goals,  such  as  maintaining  the  safety 
and  soundness  of  the  financial  system  and  of  the  deposit  insurance 
funds,  preventing  undue  concentrations  of  economic  power,  and 
protecting  consumers  from  potential  conflicts  of  interest 

To  best  ensure  achieving  all  of  these  goals,  we  believe  any  move 
to  modernize  regulation  ot  the  financial  services  industry  should, 
number  one,  provide  consolidated  and  comprehensive  supervision  of 
all  companies  owning  federally  insured  depository  institutions, 
with  coordinated,  functional  reflation  of  individual  components; 
number  two,  ensure  that  capital  levels  adequately  reflect  the 
amount  of  risk-taking;  and  number  three,  ensure  that  regulatoiy 
resources  and  capabilities  keep  pace  with  expanding  bank  powers 
and  increased  linkages  between  banking  and  other  types  of  finan- 
cial or  non-financial  activity. 

We  believe  that  these  are  fundamental  principles  that  should  re- 
ceive careful  attention  as  Congress  considers  the  best  approach  for 
modernizing  the  financial  services  regulatory  system. 

Moving  away  from  a  financial  services  holding  company  approach 
or  in  the  direction  of  allowing  commercial  or  industrial  firms  to 
own  banks  raises  particular  questions  and  concerns  which  suggest 
that  Congress  should  proceed  cautiously. 

Mr.  Chairman,  as  you  will  probably  well  remember,  when  Con- 
Ijress  last  considered  expanding  bank  powers  several  years  ago.  the 
industry  was  not  in  very  good  financial  condition. 

Many  banks  had  failed  or  were  struggling  to  restore  their  capital, 
and  the  Bank  Insurance  Fund  was  depleted. 

We  believe  Congress  chose  to  follow  a  prudent  course  at  that 
time,  by  seeking  first  to  get  the  banking  industry  back  in  shape. 
An  important  component  of  this  strategy  was  enacting  the  FDIC 
Improvement  Act  of  1991,  or  FDICIA. 

This  Act  included  a  number  of  provisions  to  bring  the  regulatory 
system  in  line  with  the  realities  of  the  fast-changing,  highly  com- 
petitive markets  within  which  banks  now  operate. 
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These  provisions  include  prompt  corrective  actions  under  which 
r^ulators  are  to  prevent  losses  to  the  Bank  Insurance  Fund  few 
closing  banks  before  their  capital  is  completely  exhausted,  as  well 
as  various  management,  regulatory,  and  accounting  reforms  de- 
signed to  strengthen  bimk  controls  over  risk-taking  and  to  improve 
the  flow  of  information  to  regulators  and  market  participants. 

While  the  banking  industry  is  clearly  in  better  financial  condi- 
tion today  than  it  was  5  years  ago,  in  our  view  it  may  be  pre- 
mature to  assume  that  fundamental  concerns  about  mismanage- 
mwt  and  regulatory  supervision  have  been  fully  resolved. 

Although  a  credit  risk-based  capital  system  has  been  in  place  for 
a  number  of  years  and  bank  capital  has  increased  significantly, 
much  harder-to-measure  market  and  operations  risks  have  become 
increasingly  important  for  many  banking  institutions. 

Mr.  Chairman,  I  believe  that  the  recent  sudden  failure  of  Barings 
Bank  in  England  really  bears  this  point  out  quite  dramatically.  It 
is  very  crucial  for  institutions  to  have  very  good  controls  mid  over- 
si^t  of  market  risk  and  operations  risk. 

In  addition,  while  regulators  are  providing  improved  guidance  for 
examining  risk-management  systems,  we  believe  it  is  too  early  to 
tell  whe^er  these  actions  are  sufficient  for  today's  challenging 
environment. 

Having  adopted  interstate  banking  legislation  last  year,  it  is  cer- 
tainly reasonable  for  Congress  to  consider  regulatoiy  moderniza- 
tion proposals  at  this  time. 

At  the  very  least,  it  seems  reasonable  to  bring  the  re^latory  Efvs- 
tem  up  to  uie  point  where  it  gives  adequate  recognition  to  the 
changes  that  have  already  taken  place  in  the  industry. 

Beyond  that,  we  should  strive  for  arrangements  that  have  the 
flexibility  to  accommodate  further  changes  without  placing  safety 
and  soundness,  and  consumer  and  taxpayers,  at  undue  risk. 

Both  the  laws  governing  the  financial  services  industry  and  the 
regulatory  structure  that  oversees  it  were  developed  for  an  indus- 
try that  was  compartmentalized  into  commercial  banking,  invest- 
ment banking,  and  insurance. 

Since  that  structure  was  set  up,  basically  in  the  1930's,  these  ac- 
tivities have  converged  to  the  point  where  many  of  the  products 
and  services  offered  by  these  supposedly  different  institutions  are 
more  similar  than  different. 

Mr.  Chairman,  in  my  prepared  statement,  I  go  on  to  explain 
some  of  the  similarities  between  commercial  banking  and  invest- 
ment banking  today. 

While  regmators  have  adapted  to  these  changes  in  the  industry, 
they  have  done  so  incrementally  and  on  an  ad  hoc  basis. 

The  result  is  a  regulatory  system  with  overlaps,  anomalies,  and 
even  some  gaps. 

For  example,  certain  bank  securities  activity  conducted  in  affili- 
ates may  be  examined  by  both  bank  and  securities  regulators  in  a 
way  that  imposes  unnecessai^  burden  on  the  institution. 

On  the  other  hand,  the  capitol  standards  applied  to  bank  trading 
activity  focuses  on  credit  risk,  when  market  or  operations  risks  are 
equally  if  not  more  important,  and  again,  I  refer  to  the  Barings 
incident 
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While  it  may  be  an  opportune  time  to  restructure  the  laws  and 
regulatoiy  framework  governing  the  financial  services  industiy,  we 
believe  that  any  legislation  should  include  the  following  four  veiy 
basic  safeguards  to  avoid  undue  risk  to  the  safety  and  soundness 
of  the  financial  system,  to  the  deposit  insurance  funds,  and  to  con- 
sumers  and  taxpayers. 

First,  we  believe  that  financial  services  holding  companies  should 
be  subject  to  comprehensive  regulation  on  both  a  functional  and  a 
consolidated  basis. 

While  firewall  provisions  are  extremely  important  to  prevent  po- 
tential conflicts  of  interest  and  to  protect  insured  deposits,  an  um- 
brella supervisoiy  authority  needs  to  exist  to  adequatelv  assess 
how  risk  to  insured  banks  may  be  affected  by  risks  in  the  other 
conmonents  of  the  holding  company  structure. 

Thus,  we  are  in  agreement  with  the  basic  approach  taken  under 
H.R.  1062. 

Second,  we  believe  that  capital  standards  for  both  insured  banks 
and  financial  services  holding  companies  should  exist  that  ade- 
quately reflect  all  major  risks,  including  market  and  operations 
risk. 

In  this  regard,  we  would  urge  the  regulators  to  try  and  quickly 
develop  and  promulgate  capital  standards  for  interest-rate  risk, 
which  they  are  required  to  do  under  FDICIA. 

Because  capital  can  erode  quickly  in  times  of  stress,  regulators 
should  also  be  required  to  conduct  periodic  assessments  of  riA- 
management  systems  for  all  the  migor  components  of  the  holding 
company,  as  well  as  for  the  holding  company  itself. 

Third,  we  believe  that  clear  rulemaking  and  supervisory  author- 
ity should  be  established  that  include  specific  requirements  for  co- 
operation and  coordination  among  functional  regulators,  and  the 
point  here  is  to  avoid  any  overlap  or  duplication  and  unnecessary 
burden  on  institutions. 

Now,  fourth  luid  finally,  we  believe  that  mechanisms  should  exist 
to  prevent  excessive  concentration  of  economic  power  and  to  assure 
free  entry  into  financial  services  markets  so  that  small  businesses 
and  consumers  can  be  assured  of  receiving  the  benefits  of  mod- 
ernization efforts. 

Mr.  Chairman,  the  rest  of  my  prepared  statement  goes  on  to 
elaborate  on  the  reasons  why  we  think  each  of  these  four  basic 
safeguards  is  important. 

So,  my  colleagues  and  I  will  be  glad  to  take  any  questions  that 
you  or  other  members  of  the  committee  may  have  at  this  time. 

[The  prepared  statement  of  Mr.  James  L.  Bothwell  can  be  found 
in  the  appendix.] 

Chairman  Leach.  I  appreciate  your  very  thoughtful  and  com- 
prehensive testimony  and  just  so  there  is  no  misunderstanding,  as 
you  have  laid  out  your  concerns,  would  it  be  fair  to  say  that  you 
think  that  the  current  bill  on  the  table  more  or  less  meets  the  con- 
cerned criteria  that  you  have  indicated? 

Mr.  Bothwell.  Mr.  Chairman,  I  think  H.R  1062  certainly  meets 
most  of  these  criteria.  Again,  I  think  that  the  regulators  need  to 
move  forward  in  promu^ting  some  capital  standards  to  reflect 
interest-rate  risk. 
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They  were  required  to  do  this  under  FDICIA  of  1991,  and  I  think 
they  were  given  2  years  to  do  that,  but  so  far  the  bank  regulators 
have  not  been  able  to  reach  agreement.  So,  I  think  that  it  is  impor- 
tant to  have  that  effort  really  urged  alon^. 

I  do  not  know  if  you  need  to  write  it  into  the  legislation  or  not, 
but  as  the  Barings  case  shows,  and  as  other  cases  show,  market 
risk  and  operations  risk  and  interest-rate  risk  are  very  significant 
components  of  risk  in  financial  institutions  these  days. 

As  for  the  other  criteria,  H.R.  1062  has  the  comprehensive  con- 
solidated supervisory  structure  that  we  recommend,  particularly  if 
you  have  some  kind  of  market-risk  capital  standard,  and  I  think 
the  mechanisms  to  prevent  undue  concentrations  of  economic 
power  are  basically  your  anti-trust  laws.  Furthermore,  H.R.  1062 
does  not  break  down  the  walls  between  commerce  and  banking,  so 
you  will  not  have  the  concerns  there  about  large  commercial  firms 
acquiring  large  financial  institutions  under  that  bill. 

Chairman  Leach.  Let  me  ask  you,  in  terms  of  accounting — I 
mean  the  General  Accounting  Office  is  obviously  a  repository  of  a 
lot  of  expertise,  and  from  an  accounting  standpoint,  when  you  con- 
solidated a  subsidiary  into  its  parent,  can  a  parent  be  insulated 
firom  the  liabilities  of  a  subsidiary? 

Mr.  BoTMWELL.  Mr.  Gramling  is  our  accountant,  so  I  would  ask 
him  to  answer  that  question. 

Mr.  Gramling.  I  will  try  to.  It  is  a  difiicult  question  here  with 
accounting  mid  with  legal  responsibility. 

As  a  generalization,  for  a  wholly  owned  subsidiary,  which  would 
be  evidenced  by  greater  than  a  50-percent  ownership  in  that  sub- 
sidiary, you  would  consolidate,  and  I  ^ess  the  question,  then,  real- 
ly goes  to  is  there  a  point  where  you  would  deconsolidate,  and  if 
so,  what  does  that  mean  in  terms  of  responsibility,  and  we  will  as- 
sume we  are  talking;  about  losses  here. 

There  are  conditions  from  an  accounting  standpoint  where  you 
would  not  consolidate  to  begin  with  if  there  was  a  temporary  con- 
trol or  if  you  had  lost  control  either  through  a  reorganization, 
bankruptcy  proceedings,  emd  so  forth. 

However,  at  that  point,  from  an  accounting  standpoint,  any 
losses  incurred  are  going  to  roll  up  to  the  parent.  I  think,  after  that 
point,  it  becomes  more  of  a  legal  consideration,  and  the  lawyers 
take  over  in  terms  of,  if  you  will,  piercing  the  corporate  veil. 

Chairman  Leach.  Mr.  Bothwell,  you  note  in  your  testimony  that 
there  have  been  instances  where  n  on -financial  firms  have  at- 
tempted to  expand  into  the  financial  arena  ernd  ijiat  has  not  proven 
too  successful. 

Some  instances  were  cited  Uiis  morning  where  it  has  been  rather 
successful.  What  instances  would  you  like  to  point  to  where  there 
has  not  been  great  success? 

Mr.  Bothwell.  Well,  I  believe  that  the  public  accounts  show 
that,  in  one  particular  case,  the  Sears  Corp.,  was  trying  to  make 
a  big  move  in  the  financial  services  area  and  acquired  Dean  Witter, 
All  State,  and  also  the  Discover  card,  and  I  do  not  believe  that  they 
were  as  successful  in  those  endeavors  as  they  originally  expected 
to  be. 

So,  I  think  that  would  be  one  case  where  I  do  not  think  that  the 
original  expectations  were  really  borne  out. 
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Chairman  Leach.  Fair  enough. 

Mr.  Barrett 

Mr.  Barrett.  I  do  not  have  any  questions. 

Chairman  Leiach.  Mr.  Chrysler. 

Mr.  Chrysler.  I  do  not  have  any  questions. 

Chairman  Leach.  Mr.  LoBiondo. 

Mr.  LoBiONDO.  I  do  not  have  any  questions. 

Chairman  LEACH.  Let  me  just  pursue  a  few  more  questions, 
then. 

Your  testimony  supports  the  precept  of  an  umbrella  regulator.  I 
assume  by  that  that  the  Fed  would  be  an  appropriate  umbrella 
regulator. 

Mr.  BoTHWELL.  Well,  I  believe  that  the  Fed  would  be  a  logical 
candidate,  at  least  for  the  lai^^est  financial  holding  companies. 
They  have  experience  supervising  holding  companies  under  the 
Bank  Holding  Company  Act,  as  well  as  they  have  the  responsibilify 
for  maintaining  financial  stability. 

So,  I  think  they  have  both  the  experience  and  the  responsibility 
that  makes  them  a  logical  candidate. 

However,  beyond  that,  there  could  be  other  options  that  Congress 
may  wish  to  consider.  For  smaller  institutions,  you  may  consider 
making  the  lead  regulator  of  the  component  firm  responsible  for 
the  holding  company  supervision,  as  well. 

If,  indeed,  you  had  a  large  securities  firm  that  was  afliliated  with 
a  much  smaller  bank,  then  perhaps  it  would  make  some  sense  to 
have  the  SEC  and  the  NASD  supervise  the  holding  company,  as 
well. 

I  think  you  would  want  some  mechanism  there  to  have  common 
rules,  so  you  have  some  kind  of  basic  level  playing  field. 

Another  possible  approach  is  to  have  an  inter-agency  counsel  set 
some  common  rules  for  holding  companies. 

Whatever  approach  is  taken,  we  do  think  it  is  very  crucial  that 
someone  have  an  overall  look  at  the  entire  corporation,  including 
eveiything  under  that  holding  company  structure.  If  you  just  look 
at  me  individual  components  and  rely  on  firewalls  and  capital 
standards,  in  times  of  stress,  those  firewalls  could  melt  and  capital 
could  very  quickly  erode  on  you,  and  you  could  have  a  very  signifi- 
cant risk  to  the  insurance  fund. 

So,  we  think  it  is  important  to  have  an  umbrella  supervisor,  and 
the  Fed,  I  think,  is  a  very  logical  candidate,  at  least  for  the  very 
lai]ge  organizations. 

Cmairman  LEACH.  Well,  some  firms,  both  in  banking  and  in  the 
securities  industry,  have  expressed  concerns  about  this  umbrella 
regulator  approach.  Do  ^ou  find  any  legitimacy  to  their  complaints, 
or  do  you  feel  that  this  is  one  of  the  requirements  they  simply  must 
put  up  with? 

Mr.  BOTHWELL.  They  are  objecting  to  any 

Chairman  Leach.  Umbrella  regulator. 

Mr.  BoTHWELL.  Any  umbrella  regulator,  not  just  the  Federal 
Reserve? 

Chairman  Leach.  Yes. 

Mr.  BoTHWELL.  Well,  I  would  say  that  there  is  always  the  opUon 
not  to  affiliate  with  an  insured  flnimcial  institution.  So,  there  is  al- 


DigiiizedbyV-jOOy  IC 


87 

ways  an  option  to  conduct  business  where  you  do  not  have  that  af- 
filiation and  you  would  not  have  that  umbrella  regulator  present. 

I  would  say,  if  the  business  choice  is  to  affiliate  with  a  federally 
insured  financial  institution,  then  perhaps  one  of  the  costs  of  that 
business  choice  is  to  have  overall  consolidated  supervision. 

Chairman  Ij^ch.  As  a  general  rule  of  thumb,  if  new  activities 
such  as  securities  activities  are  to  be  permitted  for  insured  finan- 
cial institutions,  your  preference  would  be  to  have  those  activities 
conducted  through  a  holding  company  structure  rather  than  a  sub- 
sidiary. Is  that  correct? 

Mr.  BOTHWELL.  Yes.  The  risk  to  the  insured  deposits  would  prob- 
ably be  greater  if  you  allowed  a  securities  firm  to  be  a  subsidiary 
of  a  bank  rather  than  being  an  affiliate  under  a  holding  company 
structure. 

That  is  not  to  say  that  there  is  not  any  risk  to  the  insured  depos- 
its thraugh  the  holding-company  structure.  I  think  there  is. 

Any  losses  could  go  through  the  holding  company  to  the  bank, 
but  I  think  that  is  less  likely  for  a  given  incident  in  a  holding- 
company  structure  than  it  is  if  you  had  a  securities  firm  as  a  sub- 
sidiary of  an  insured  bank  directly. 

Now,  some  may  argue  that,  as  well  as  greater  risk,  there  are  also 
greater  benefits,  and  there  could  be.  Although  from  the  consumer's 
perspective,  I  do  not  see  how  the  benefits  would  be  any  greater  to 
a  consumer  if  a  securities  afCiHate  came  through  die  holding- 
company  structure  as  opposed  to  the  subsidiary  of  a  bank. 

So,  from  the  consumer's  point  of  view,  I  do  not  see  how  they 
would  be  losing  any  benefits. 

For  the  bank — if  the  securities  subsidiary  was  profitable,  making 
money,  then  those  profits  would  perhaps  roll  up  to  the  bank. 

Well,  they  would  roll  up  to  the  bank  through  the  consolidated 
statements,  but  on  the  other  hand,  if  they  were  unprofitable,  in- 
curred losses,  they  would  roll  up,  as  well. 

Chairman  Leach.  Finally,  before  I  ask  others  if  they  have  ques- 
tions, is  it  your  view  that  either  a  subsidiary  or  an  achate  under 
a  holding-company  structure  engaged  in  securities  activities  should 
come  under  the  SEC  functional  regulation  and  mark-to-market  ac- 
counting precepts?  Would  you  agree  with  that  or  disagree? 

Mr.  BoTHWELL.  We  agree  with  that,  Mr.  Chairman. 

Chairman  Leach.  Fair  enough. 

Is  there  anyone  else  that  wants  to  ask  questions  at  this  time? 

[No  response.] 

Chairman  Leach.  If  there  are  no  more  further  questions,  thank 
you  very  much,  and  I  will  say  I  am  sorry  there  is  not  more  attend- 
ance, but  your  testimony  will  stand  in  the  record  and  will  be  a  very 
important  part  of  it.  I  personally  want  to  thank  the  GAO  for  not 
only  the  preparation  that  went  into  this  statement  but  for  a  num- 
ber of  years  of  testimony  on  this  and  related  subjects  in  the  finan- 
cial services  arena. 

Thank  you. 

Mr.  BOTHWELL.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  Leach.  The  committee  is  adjourned. 

[Whereupon,  at  2:44  p.m..  the  hearing  was  adjourned.] 
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TESTIMONY  OF  RICHARD  ROBERTS 

Before  che 

COMMITTEE  ON  BANKING  AND  HNANCIAL  SERVICES 
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Mr.  Cluiniun,  I  un  Richard  Roberts,  Executive  Vice  Prerideot  lai  Treasurer  ot 
Wachovia  Corpomioii  headquaitcred  in  ffiaston-Salem,  North  Caroliiii  and  AiUau, 
Georgia.  Wachovia  is  the  ptrcnt  hank  holding  eos^itny  of  three  nationally  chanend 
banks.    I  am  also  Chairman  of  the  Board  of  the  Dcwly-etublished  ABA  Securidet 
Association  (ABASA).  The  ABASA  it  aa  affiliate  of  the  American  Banken  Anodadon 
(ABA)  created  to  nfitaau  the  intercMi  of  bulking  organizadoas  in  the  lecurities  area. 
The  ABA  is  the  only  naliooal  trade  and  pr^b»oa>l  anodation  reproenting  the  entire 
banking  industry,  fixnn  the  imalles  banks  to  the  larges  bank  holding  companiet.  ABA 
memben  r^resent  about  90  percent  of  the  total  assets  of  the  banking  indusuy, 
Approximaidy  94  percent  of  ABA  (uembcis  are  coauinmity  banks  with  assets  less  than 
$500  million. 

Ui.  Cluiniun,  I  commend  you  for  holding  this  in^iottant  series  (Shearings,  and 
for  your  Icadenhip  in  providing  a  forum  for  discussion  of  die  urgent  need  for  finandai 
modernization.   I  also  commend  you  for  your  bill  and  the  improvements  made  in  the 
new  vcnion  of  that  bill.    Because  of  your  efforts  at  the  very  beginning  of  this  Coupes*, 
there  is  now  a  real  oppoRunity  to  finally  enact  reform  legislatioQ.    I  thank  you  for  this 
opponunity  to  present  our  views  on  financial  restructuring. 

Bank  invotvemeot  in  securities  activities  and  other  financial  senica  ha*  been  the 
st^ieci  of  debate  for  many  yean.   Although  Conpcsi  has  not  yet  acted,  the  marketplace 
ba*  not  stood  still.   In  &ci,  the  financial  services  industty  has  undergone  some  very 
dramatic  and  fiindamental  change*  over  the  past  decade.    But  Ui.  Chairman,  as  Al  Jolson 
said,  'You  ain't  seen  nothing  yet,  folks.*  The  fhjng«  that  will  be  fonhcomiag  over  the 
next  few  yean,  paniculaily  in  die  tdccommunicationi  area,  will  dwarf  what  has  taken 
place  so  far.  There  is  no  doubt  that  our  regulatory  stiucrure  -■  consmicted  decades 
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before  megtbyia,  CD  ROM*,  digiul 
moderDiud, 

At  *  banker,  I  cu  tell  you  dui  fioding  wiyt  to  con^Kie  effectivel]'  in  today'i 
muixi  without  niouDg  headlong  imo  buloDg'i  out-dated  regulatofy  fivnewotfc  it  do 
eaiy  tuk  -  and  it  ii  abiorfoing  a  coniidenble  unounc  of  the  time,  energy  and  resources 
of  large  and  small  banks  acrost  the  country.  Clearly,  the  time  hat  come  to  take 
coDitructivc  actioa  to  bring  our  financial  system  up  to  date. 

Banken  ire  not  iIode  in  supporting  li"p"H»l  reform  -  many  membeit  of  the 
broader  financial  services  industry  also  retc^nize  that  the  oisting  structure  makes  our 
financial  firms  less  efficient.  And  last  week,  at  this  Comrnittee'i  hearing,  die  federal 
banking  regulators  rdteraicd  their  support  for  financial  modernization,  and  the 
Administration  also  came  forward  in  support  of  refi>rm. 

We  must  design  a  financial  fiantewofk  that: 

•         allows  banks  and  banking  o^anUations  to  ofier  a  broader  amy  of  products  and 
services,  and  promotes  free  and  fair  con^>eiitioo  among  different  wcs  and  type*  of 


is  Beiible  enough  to  adjust  to  changiag  customer  demands,  market  conditioiu  and 
technological  advances; 

provides  adequate  protecrioni  to  ensure  the  safety  and  soundneu  of  the  system 
without  adding  unneccuary  com;  and 

provides  consistent  regulation  by  fiinctioo,  treating  all  financial  service  pnmden 
equally  regardless  of  itnictural  entity. 


Mr.  Chairman,  we  rcahzc  that  thii  is  a  tall  order.   But  with  your  leadership,  wc 
look  forward  to  a  constructive  debate  on  the  issues.  We  can  and  we  mutt  build  on  this 
conicnsui  to  nuke  the  legal  and  regulatory  changes  ncccssaiy  to  allow  our  financial 
system  to  move  into  the  next  century. 
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The  Chuiging  Mufcet  fcr  PtnancUl  Scnto* 

Tune  travden  from  the  1960i  would  hive  trouble  recogniziiig  todiy'i  fin»n.H«l 
KTvico  indtmry.   Todiy,  comumen  ire  u  likely  lo  lue  ■  money  miritet  Bind  u  chey  irc 
to  UK  1  bulk  checking  iccounti  ATScT  it  a  nujot  itnter  of  coonuncr  cndii  cwdi;  home 
buycn  an  get  a  moctgige  from  Gencnl  Motoni  ud  the  ItR  of  noa-tndhioiul  tupplien 
(rf'Snaiidil  icrvicd  gen  longer  every  day. 

Iiut  last  moDih,  the  American  Automobile  Anodation  --  »  nujonal  car  dub  ~ 
winounced  ht  iaientioD  to  form  a  finandil  Mrvicet  company  thai  mil  own  an  FDIC- 
ioMred  banking  inninidoD.  Tbcy  iatcnd  to  otb  penonal  credit  linet,  tnvd  loant, 
vchide  financing,  mongage  loam  and  home  equity  loani.  AAA  already  hat  an  afSaity 
credit  card  program  that  hai  inued  3.8  million  cards,  and  is  the  largest  nn^  seller  (rf 
American  Eiqiresi  ttavden  checks  ($2.5  billion  annually). 

Because  these  ooo-bank  providen  of  financial  lervices  do  not  operate  under  the 
taine  constraints  at  banks,  affiliatioot  between  securities  firms,  insurance  companies,  and 
real  estate  brokerage  Gnm  arc  coaunon.   Many  of  these  firm  alto  own  FDIC'Intured 
savings  institutions  --  and  many  Gnns,  ranging  from  Aetna  Life  and  Casualty  Company  to 
I.e.  Penney,  alto  own  so-called  *non-b«nk'  banks.  At  Table  I  dearly  showi,  in  today's 
marliet,  the  line  between  banking  firmt  and  other  finim-jjl  fiimt  edit)  only  in  theory  -■  in 
practice,  it  has  been  owctrun  ty  market  forces. 

For  examfdc,  look  at  the  breadth  and  d^th  of  the  finandal  activities  of  the  largest 
tecuiidet  firm  in  the  country,  Hemll  Lynch  (total  assets  of  S153  billion): 

•  Merrill  Lynch  owns  Merrill  Lynch  Bank  and  Trust  Company,  an  FDIC-iniured 

bank  with  $1.7  billion  in  assets  --  larger  than  97  percent  of  the  hanks  in  the 
country.  Merrill  Lyncb  (dbi  FDIC-insured  d^osJB;  a  complete  range  irf' 
securities  services  induding  underwriting  and  brokerage^  options,  commodities, 
and  finandal  iiitiires  contrsciSi  money  markn  fiuidi  and  mutual  funds;  caih 
managcmeni  services  for  both  businesset  and  ccMisumers;  leiirenKnt  account 
management;  debit/oedit  cards;  retail  and  corporate  lending;  and  underwriting 
and  sales  of  life  insurance  and  annuities.  In  1993,  Merrill  Lynch  had  an 
undcrwiiting  voluine  of  $193  biltion;  bdd  private  dient  asteo  of  $S34  billion; 
originated  about  S1.5  billion  in  mortgages;  made  about  $1.6  biUioo  in  home 
equity  loans;  hdd  more  retirement  plan  assets  than  the  top  140  commerdal  banks 
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combincdi  bad  more  ihu  400,000  imill  b 

io  Msets  tad  5960  millioo  to  kMO  ci 

Recently,  MeiriU  Lynch  liiincbcd  ■  direa  latdins  pfopam  for  ifcdr  UrfK 

cofpontc  cuKomcn,  lUowins  them  to  provide  their  corporMc  diena  wMi  »  fiiD 

menu  of  (iiDdiDg  optiocu  nopog  from  equhiei  to  *  variety  of  loog-  aod  ibon- 

lerm  debt  initmiiiciiti. 

Ii  it  clear,  however,  that  mm  all  finm  would  cbooae  to  Svtaify  erta  if  dx  liwt 
barring  affiliatioD)  between  banki  and  other  Bnandal  fitmi  were  '■'""b*^    The  important 
point  it  that  banktug  orgafiixatiofif  thfliiH  havie  the  opciott  to  cntg  other  K"fT  of 
buaineu.  Whether  they  do  ki  or  not  i*  a  buwKs  judgcmem  that  each  individual 
inninition  thould  be  free  to  make.   It  iiiii|^  mdx*  no  Kme  to  proUbil  activitiei  that 
baokiog  insiiiutions  could  and  ihould  pronde  to  meet  the  needt  of  their  dmomas. 


The  growing  intepaiion  of  Gnaadal  maifcet*  oBtn  waaj  opportunitic*  to  improve 
the  efficiency  of  productioD  and  ddiveiy  of  financial  MTvicet.  For  example,  reflKMOg 
Glau-Steagall  restrictioni  and  allowing  banks  of  all  lize*  to  oAr  aeeuiioa  aavioet  wouM 
certainly  hdp  banki  provide  ecooooac  bendts  to  a  wide  lange  of  their  cwtooten  -- 
tnchiding  connunen,  Kate  and  local  gowenunenti,  and  burineMei. 

For  examf4e,  Kate  and  local  ttxpeyen  would  rcaliie  agnificam  coK  Mwiigt  if  banks 
were  allowed  to  undcrwiitc  and  deal  in  nwnicipal  icvcaoe  boodi,  ai  provided  ia 
Quinnan  Leach's  bill.  Increased  competiiioA  in  the  municipal  iwarfc^  would  reduce 
com  for  all  issuers,  and  would  OBa  onaO  munidpalities  an  important  option  fcr  fiwjwfJHg 
needed  community  infrastnicnue  imptovejutnn.  Local  banks  already  pronde  a  wide 
range  of  fiaandal  services  ni  their  cooanuniiiet  --  they  dearly  have  the  faxHriedge  and  the 
eipenise  necettary  to  underwrite  revenue  bond*.  But  GlaM-Steagill  praUbin  them  fittm 
performing  this  service,  remhing  in  less  competitive  munidpal  bond  markets,  and  leaving 
nuoy  small  communities  with  fewer  ^"""*'  chokes. 

Allowing  banking  organizatiaot  to  underMite  corporate  ddw  and  rif'T'f*  would 
provide  siiniUr  benefiti  to  btirincsses.  Mor  nndcrwriten  means  roofc  oonpetiiioa  ~  and 
more  compeiitioD  meant  more  choice*  and  lower  pricet.  Corporate  Ncmiiies 
underwriting  markets  are  OMlay  quite  concentrated  -  the  five  laiseR  undennitcn  of 
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cotponie  debt  cooirol  about  65  peruiit  of  the  muket,  and  the  five  brgen  undcrwriten 
A  nock  Mxoum  for  half  the  inuket. 


In  nuny  cue*,  tiiMller  buriaewei  do  not  btvc  the  hcik  kccm  to  leairitiet  ictvkei 
that  a  avaibble  to  larger  hitinnao-  Similarly,  amomen  in  Ictl  pOfMliicd  anai  do  doc 
have  accen  to  Kcuritiet  Kcvicca  that  ii  available  to  buiioeaM*  in  roetropolitaii  areai. 
Because  of  their  local  prtMitee,  tfiUnfl  organiiatioiu  are  likely  to  extend  the  reach  of 
tecutiiiet  marfccB  to  vnall  and  icgjonal  buainetKt  for  whom  nich  fiiuadDg  optiout  may 
not  DOW  be  available.  Building  on  casting  relationships  with  their  buriness  customer!, 
banking  instinitioDi  could  enend  undowiiting  and  miikct-making  services  to  small  and 
mid-sized  businesses,  giviDg  them  access  to  capital  markets.  Since  lack  of  access  to  capital 
is  among  the  most  serious  problems  being  many  butineaacs  large  and  small,  participation 
in  corporate  debt  and  equity  markets  is  likely  to  be  particularly  beneficial. 

Mr.  Chairman,  as  I  mentioned  at  the  outset  of  my  statement,  94  percent  of  ABA's 
membcn  are  conununity  banks,  and  any  Glass-Steagall  refiirm  bill  must  care&Uy  consider 
their  needs.  While  community  banks  may  not  want  to  underwijtc,  ifaey  badly  need  the 
flexibility  to  offer  retail  securities  tdvicc*  b  a  regulacory  Knicturt  that  is  compatible  with 
bow  they  do  business.  Today,  when  a  customer  withdraws  (iinds  Gom  a  bank  and  places 
those  fiinds  with  a  securities  firm,  the  bank  not  only  loses  the  (iinds,  but  may  also  lose 
the  customer.   That  commuoity  bank  may  never  have  the  opportunity  to  work  with  that 
custiKner  again,  to  put  his  or  her  fiinds  bnck  into  the  community.  Mr.  Chatnnan,  we 
know  that  you  arc  a  long-time  tuppotter  of  coaununity  banking,  and  that  your  effort  it 
designed  to  support  community  banking.  We  may  have  some  fiirtber  suggettions  on 


Tmplicationa  for  Intcmatknal  Compctlthcneaa 

At  technology  pulls  markets  around  the  world  doaer  together,  competition  fi«m 
foreign  financial  institutions  in  both  global  and  domestic  markets  is  intensifying. 
International  competitive  pressures  have  sparked  a  wave  of  rqulatoiy  reforms  in  other 
indutoializcd  countries,  giving  foreiga  financial  mackets  and  institudont  a  bead  start  in 
developing  innovative  services  to  meet  the  needs  of  the  future.  The  pcater  tbeir  head 
Starr,  the  harder  it  will  be  for  our  institutions  to  catch  up. 
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implicMMMU  for  the  U.S.  ccooonqr.  The  cflecu  go  bqmod  jobi  ud  prodnoMqr  in  the 
finuKul  MOOT  ■-  loting  our  fiiuad*!  lodtntiip  will  bwe  u  inpKt  oa  the 
coiiipttitivtixwMdmiiftct  »h«t  ofocbcr  UJ,  indnwriaMwdL.  Hpfciily  cgpon- 
ofiented  iodiutrie*.  It  it  »oiii«ini«  irpied  thai  moaqr  owei  no  nadoul  dhgJMice  ud 
ihu  U.S.  firnu  will  hive  the  tune  tcccM  to  credit  whether  thejr  ve  dedtag  with  U.S. 
baaki  or  fordgn  banki.  However,  we  live  in  u  inyeifea  worid  ud  the  muket  dot>  am 
itwayi  opente  Kcording  to  text  book  ptinc^lef.  Muy  govenunenn  look  npoo  their 
binki  tt  M  integrd  put  of  their  lo^-term  qpott  promoiioB  Kiitcp.  The  U.S.  mO  &a 
an  up-hill  btttJe  to  renoio  ■  kwliog  pbycr  in  the  ffabii  ccoaomy  if  in  banki  He  being 
iwcpi  uide  in  die  competiiivc  irena. 


The  hiitotical  imponuce  of  GlM»-Steig*ll  temictioni  k  ffamoded  in  legend  ud 
myth.  The  truth  it  thii  the  daii-Steagall  proviMMt  were  only  one  ibmI  put  of  the 
govenuneu'i  overall  retpoatt  to  tiA  in  dw  finudil  (ptem  in  1993.  A  doMr  look 
•bowi  that  GlaH-5teag*U  wu  not  oudil  to  the  govcnineot  program  ■**■■  ™"g  profalemi 
in  the  aecuritiei  and  buking  indntBict  in  1933,  not  it  it  nccctnty  (odajr. 

The  Banking  Act  of  1933,  the  Sccutttiet  Aa  of  1933,  ud  the  Secutitlet  Euhaage 
Act  of  1934  were  the  batic  govcmmeat  lapootet  to  the  ma  In  the  aocfc  maifcet  and 
the  banking  tyiteni.  The  noR  inportutproviBontoftbeBHiking  Act  of  1933  included 
the  creation  of  the  Federal  Dqwatt  Innirance  Coeporaiioa  (FDIC^  the  aeuion  of  the 
itatutocy  bafit  for  the  Federal  Beteive  Open  Market  Commtocei  iacreated  iiiiwinmm 
capita]  for  naiioDal  and  member  bukt;  reaniaiont  oa  extemiont  of  credit  bj  member 
buki  to  their  alSliaiet  (Sec.  23A  of  the  Federal  Reiave  Aa^  ud  natriaioat  oa  the  iMe 
of  the  crcdii  bdlitiet  of  the  Federal  toetve  for  pmpotet  of  ipeoilating  in  aeturioa  and 


The  Securitiei  Act  of  1933  and  the  Securitici  Ritrh.n[p-  Act  of  1934  made 
fondunental  changei  in  the  mperviiion  of  public  ofttingi  of  lecuritieiand  thet^nlnion 
of  lecuritiet  mariteti.  Tboae  lawi  enablithed  the  SEC^  required  federal  replaiioa  of 
public  oflmngt  of  lecuritiea;  prohibited  fraudulent,  manipulative  or  Jeccptiit  praoicei; 
required  federal  r^ittraiioo  of  brofcer-dealet«;ud  mandated  a  boat  of  other  pwneoiont 
to  the  public  from  untcn^utoui  markn  panidpanit. 
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Thae  ctungn  to  the  tnnking  ud  Kcuritic*  bwi  lecved  to  mbilizc  fiiHPdtl 
milieu  in  the  1930i  ind  irc  the  buii  fbt  today'*  regulation  of  tbe  buUng  md 


In  compiriion,  the  GUu-Sceagall  proviiioni  wtrt  mm  ccudil  to  tCKOring  Rability 
to  the  GoancUl  maiketi  in  the  1930i  becauM  the  activiiia  they  addrened  wen  on  the 
cause  of  either  the  nock  market  collapK  or  the  colUpic  of  the  banking  lyitcni  id  tbe 
1930s. 

A  doKr  look  at  the  beta  tbowi  tlut  there  ii  do  tnitb  n>  tbe  inytlii  about  the 
importance  of  GtaM-Steagall. 

^         Securitiea  activitica  of  rfrtwiHfiTial  baoka  and  their  affiliatea  fva<e  not  a 

aipiilicant  eauae  of  the  coUapae  of  Ibc  banking  ayRcm  in  the  1930*.  There  ii 
DO  credible  evidence,  eveo  in  the  Itearings  dut  wete  held  at  ifaai  lime,  that  baoki 
with  Mcuritie*  affiliatei  fiuled  became  of  the  activitie*  of  thoae  aecuridei  aJEliaiei. 
Id  ha,  banki  with  Mcuritici  afSIiatei  turvived  the  difficult  time*  of  that  period 
hencT  than  thote  without  (uch  affiliate*.  Tlie  overwhelming  number  of  banki 
s4uch  Med  were  unall  rural  banki  that  did  do(  UDdemite  lecufiiici. 

•■         Tbe  Glaaa-SteagRll  prontion*  fai  tbe  BanUng  Act  of  1933  wtrc  added  beeauae 
Senator  Glaaa  believed  in  a  haniting  doctrine  iriiidi  ia  now  bidevant.  Senator 
Glasi  believed  dut  tbe  only  laft  luDctioa  of  commerdat  baDki  wai  to  make  ihoct- 
term,  lelf-liquidatiDg  loani  to  nippott  commcrdal  finm  id  commercia]  traniactioni 
■■  tbe  'real  bills  docaine'.  Adhering  to  this  belief.  Senator  Gbn  viewed  loani  to 
broken  at  unproductive,  and  he  attempted  a  number  of  timet  to  pass  l^Ulatioo  to 
make  it  difficult  for  banks  to  provide  Mich  credit.  He  wcceeded  only  when 
heiiingt  in  Congress  produced  evidence  which  (in  the  drama  of  the  limes)  was 
scntationaliied  and  produced  u  acnwapbere  conducive  to  patuge.  Tie  real  bills 
doctrine  has  tince  been  discredited,  and  certainly  can  not  be  used  to  defend  Glau- 
Steagall  Id  today's  worid. 

»         Even  the  Glaia-SteagaQ  Act  doca  not  mandate  a  total  acparatlaa  of 

coainwieial  and  tmcnnient  banking.  A  common  error  is  to  deacribc  the  Glats- 
Sieagall  Act  a*  prohibitiDg  commcrdal  baDks  &om  underwritiDg  or  dealiog  id  aD 
•ecuriikt.  That  is  dmply  wrong.  Glast-Steagall  explicitly  allows  banks  to 
underwrite  aad/or  deal  in  lecnrities  nch  as  Treawriet  and  general  obUgaiion 
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bondi.   (At  the  tunc  CbuSteiggli  wu  puwd,  a 
exiit,  to  ibeM  ianrumcnti  were  not  addreMed  id  the  IquUtiaii.}  In  recent  yem, 
cxHirti  bive  ilso  held  thai  QiK-Stt4gall  doc*  not  prohibit  buiki  or  ihdr  •Sliite* 
from  eagagiog  ia  retail  KcuriiJa  brokerage  and  i  aijnifirant  range  of  tecuiidci 
imdcrwritiiiB  activteief. 


Ceniinly,  any  policy  which  exputdt  the  ptoductt  and  Ktvicci  banking  institutimu 
may  ofier  imut  couider  the  impact  on  the  ukty  and  aoundnen  oTthe  commercial  bank 
and  any  potential  fiik  to  the  dcpottt  insurance  fund.  Several  pointi  are  related  to  thii 
discuttiOD.  Firtt,  that  it  a  ngnificant  hiftocy  of  bank  iovotvement  in  other  financial 
KTvicet,  including  tccutitic*.  Tliat  hinory  thowt  thai  iheie  additional  aoiviiiei  have  not 
laiied  the  riik  profile  oTihe  bankiDg  insituticMi;  in  ba,  iheac  activitia  have  UmtrU  the 
liik  profile.   Second,  tlic  gicaieti  ritk  it  to  do  nothing  --  a  banking  ioduitiy  prevented 
from  competing  by  out-of-date  lawi  cannot  truly  be  a  wund  lynem.  Third,  dtcre  arc 
already  nrong  laf^iuidi  in  place.  And  fourth,  there  ii  litdc  point  in  providing  banking 
insDiudoni  with  new  autboritks  widi  one  hand,  and  then,  with  the  other  band,  impoug 
r^ulatoty  rotrictionf  which  prevent  thoce  iutitutiooi  from  ufing  the  amhoriliet 
cffidcndy  and  competitively. 

Let  me  cbboraie  on  these  pointi,  Hnt,  U.S.  baoki  are  ciurendy  allowed  to 
underwrite  certain  aecuritica  within  the  bank,  *^^  recently  tome  banking  organizaiiooi 
have  been  authoriied  to  conduct  broad  iccttrities  acdvitiei  thtough  holding  company 
affiliaiet  (lo-called  Section  20  tubndiarict).  Foreign  bankt  have  engaged  in  aecuritiei  and 
iniurance  activitict  for  yean,  and  many  U.S.  banking  conquniet  have  Kcurities  operatiooi 
ovencai.  There  it  no  evidence  that  any  of  thete  activitiet  it  inhaendy  lidder  than 
traditional  b«akiog  activitiet,  nor  that  the  combination  of  bonking  with  tbeae  other 
financial  activitiet  raitet  the  riik  profile  rfthe  banking  organiiation.  In  bet,  there  it 
good  reason  to  believe  diat  divernfieation  of  activities  may  actually  contribute  to  greater 
depoiitoty  inninidon  Kability. 

Second,  it  is  now  widely  documented  that  traditional  bulking  it  steadily  lodng 
maiiwt  share.   It  it  noteworthy  that  banking  organizatioDs'  stodc  cominnes  to  sdl  at 
price/eaminp  ratios  npiificantly  bdow  market  nonm  de^te  the  industry*!  recent  record 
camiogs.   In  other  words,  the  market  pcrccivea  banking  as  a  declining  industry.  In  the 
long-run,  a  dedining  banking  industry  —  an  iodustiy  which  it  luuble  to  compete  because 
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of  oui-oT-dMc  laws  --  cui  not  truly  be  nroDg  inil  tound,  ind  can  not  nipport  economic 
growth.  Again,  the  greatest  tiak  to  aaftty  and  loundaesa  ii  to  do  nothing. 


Third,  there  ire  extcniive  regulation)  already  in  place  to  protect  gainst  any 
potential  probterm  that  may  ariie  between  an  iosured  depontoty  and  in  ■BilijffH  eatiry. 
Over  the  put  fifty  yean,  a  highly  M^hinicaied  regulatory  regime  hat  been  developed  to 
govern  the  acdvitici  oTbanki,  bank  holding  conq>aniei,  and  Kcuritict  Grrm.  TheM 
mdudc  Secboni  23A  and  23B  of  the  Federal  Kescivc  Act  and  Section  106<b}  of  the  Bank 
Holding  Company  Aa  Amendnienu  of  1970  which  deal  qiedfically  with  tranaaoiont 
between  a  bank  and  itt  aCEliatcs,  plui  eatentive  pnidential  regulationt  in^Mted  on  both 
baitkt  and  tecurities  fimu. 

Section)  23A  and  23B  of  the  Federal  Reserve  Act  pbce  Rrict  limits  on  the  tenni 
and  condidoni  of  credit  enentiont  and  other  traniactioiu  between  bankt  and  their 
affiliate).  Section  23A  naiim  loan)  to  one  affiliate  to  10  percent  of  the  bank')  capital 
and  suiplui  (20  percent  of  capital  and  surplus  for  all  affiliates),  and  requires  dial  all 
tniuactions  be  fully  secured  and  conststeni  with  saft  and  sound  banking  practice.  Section 
23B  requires  that  all  transactions,  including  purchases  and  sales  of  assets,  between  a  bank 
and  in  afiSliatc  be  'artm  length';  that  ii,  that  the  tennt  and  condition)  of  tbe  transaction 
must  reflea  prevailing  maricet  conditions.  The  restrictions  in  Sections  23A  and  23B  reach 
traiuaction)  with  third  parties  that  would  benefit  a  bank's  affiliate.  Taken  together. 
Section]  23A  and  23B  innibtc  bank)  from  their  affiliates  and  e£bctjvcly  restria  barmful 
loan  and  securities  transactions  between  banks  and  their  afiSliates. 

Banks,  like  all  other  businesse),  are  subjea  to  the  anti-tying  nile)  of  tbe  antitrust 
laws.   But  bank)  arc  also  subject  to  a  qiedal,  much  more  restrictive  law.  Section  106(b) 
of  the  Bank  Holding  Company  Act  Amendments  of  1970  eliminatct  any  potsibility  that 
bank)  and  tbeir  affiliates  might  enter  into  iiif>roper  'tying*  arrangements.  Section 
lD6(b)  make)  it  illegal  for  bank)  to  condition  the  availability  of  one  service  on  tbe 
purchase  of  another,  even  though  the  bank  may  not  have  any  'market  power'  over  the 
service.   In  ha,  section  106  (b)  is  so  tight  that  it  has  severely  restricted  the 
competitivencs)  of  banking  orgauiiation  in  some  cases. 

In  addition  to  these  regulatory  restrictions  deaUng  qtedfically  with  inter-affiliate 
transacoom,  there  is  also  a  wfade  body  ofbankii^  and  secutilio  laws  and  rcgubtions 
«4uGh  deal  with  prudential  operation  of  covered  institution).  For  example,  the  banking 
industry  u  subjea  to  a  co(tq)rebensive  network  of  state  and  federal  regulation)  dealing 
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with  cifMUl  adequacy  and  uk  and  Muod  operatiiig  proceduret,  exteuivc  KpaRmg 
rcquiremeott,  and  cbomigh  caminnion  and  tupovifloa.  FDICIA  gave  the  FDIC 
authority  to  impoie  addnxmal  bank  capital  requlrcmeiit*  fbr  DOo-tnditianal  aclivitiea  if 
nich  action  ii  neccaiary.  Tlie  Secuiitiei  Eichangc  Conuamioa  and  die  teU-ngalaorf 
igendes,  tuch  u  the  Naiioiul  Anodadoo  oTSecuriiiet  Dealen,  impoK  *  Nriei  of 
Goancial  adequacy  legulatioa*,  conduct  aaodardt,  ind  r^orting  and  eniwiution 
rcqutfementt  on  lecuritiet  finnt. 

Some  of  the  recent  diinTWifm  about  riak  to  tbc  fund  from  «^'tM>«fi  Ktivitie* 
totally  ignores  the  agnificant  changci  id  law  that  have  already  taken  pbce  to  reduce  die 
risk  of  loH  lo  the  depovt  Inwrance  iund.  A  number  of  prowuioai  io  FDICLA  — 
pankularty  the  timiag  ofiDteiveiitioi)  in  troubled  iasdtutiont,  tbe  treitment  of  bOed 
baoki,  and  liiniution)  on  tbe  to-caUed  too-big-to-bil  doctrine  ■■  coinbined  with  the 
dcpontor  preference  nattne,  have  agnificanly  reduced  potential  loMCt  to  the  ii»ff"«iM'y 
fund,  A  «4ute  paper  on  this  nibjeci  it  being  ptepaied  ibr  ABA  by  fotma  FDIC 
Chairtuao  Robert  Bamcn,  which  we  will  make  available  to  tbe  Coanantcc. 

Founh,  (o-called  firewalb  that  preveot  banking  ioitituiioiii  fixxn  compering 
effectively  will  undermine  the  vtiy  purpose  aTmodeniizaiion.  At  already  noted,  many 
compauiei,  including  some  of  the  laigest  in  the  countiy,  already  ofltr  virtually  aU  fin.inj.l 
icrvices  —  includiog  traditional  bankiog  lervkei  --  basically  without  any  firewalls.  It  it 
these  companies  that  banking  organizations  must  con^JCte  with  on  a  daily  baw.    Often, 
calls  for  firewalls  by  tome  of  banking's  compeiiion  are  nothing  more  than  calls  for 
protection  from  compcdtioo. 

We  commend  you,  Mr.  Chairman,  for  tbe  flesbllity  you  have  sot^t  to  build  into 
your  bill  and  for  the  improvements  in  the  itew  veraoo  of  the  bill.  It  is  critical  that 
regulators  be  given  flexibility  to  adjust  to  changes  in  circumstances.   Otherwise,  the 
banking,  industry  may  find  itself  locked  into  a  regulatory  restriction  fbr  yean  even  if 
virtually  everyone  agrees  dut  it  is  undermining  bank  compeiitiveDess  and  that  the 
particular  restrictioo  should  be  modified.  History  shows  us  that  having  to  come  back  to 
Congress  for  fine-tuning  u  just  not  workable. 


db,  Google 


I  piiticulirtv  wsnt  to  tuppon  the  |»OTi>ioii  in  H.R.  1062  wUcfa  pcnnlti  binki  to 
underwrite  revenue  bood*.  TU*  ii  vny  inpanua  to  tof  bink,  at  wcU  tt  to  muiy  otben. 
It  wiU  coftUc  bankcfi  to  better  icrvc  our  cftnuniiniriri  ^""^  renih  in  kmu  fininang  cottt 
~  and  ilut  it  good  for  ta^eyen.  The  &a  that  thii  change  hat  not  been  made  looner  it 
*  prime  exan^  oTlbc  need  for  floibility  ia  our  lawi.   Oitt-SteiKill  ilkrwi  banki  to 
nnderwijte  general  obUgation  boodi.   Banki  have  done  ibii  MXCOtfiiUy  and  withoul  any 
laftiy  and  loundneti  problenM.  Revenue  bond  underwriting,  which  ii  victually  the  lame 
thing,  wat  not  permincd  under  GUit-SteagaU  only  becauae  thoae  typct  oTbondt  were 
uted  to  iparin^  in  the  1990t  that  the  author*  of  the  Glan-Stcagall  Aa  were  not  aware 
of  them.   Over  time,  revenue  bond*  hive  pown  in  imponaacc;  but  tlnee  only  Congrcti 
could  change  the  law,  and  ucc  it  wai  in  the  intereit  (rfthe  Koitiiie*  induitiy  to  block 
Gotnpetiiiofl,  banki  coiitiniie  to  be  ihut  out  of  that  market  (ixty  ytm  later  -•  to  the 


I  would  luggat,  however,  thai  thit  pronaion  be  icviied  to  pennjt  banking 
organisationi  to  pwtidpate  in  naiioaal  idiint  qrndiotet.  At  yon  know,  tbcae  lyndicatet 
arc  put  together  for  large  atmciivdypricad  iMuaDco  of  ttate  and  local  obtigationt. 


We  alto  nrongly  tuppon  the  pnxniioo  in  the  legiilatiMi  pcnniDinB  bank  holding 
companici  to  w*g»g*  in  tervicet  of  a  *■«■««■<  nature-  Tliit  it  an  iinxxtant  ^i*"»fff  from 
the  current  'docdy  related  to  banking'  teat.  Again,  lleiibility  it  the  key  here. 
Repilatort  mutt  have  dK  flexibility  to  adjun  pennittible  activiiici  to  the  rapidly  '•'■"ip"|i 
maifcei  place.  The  'dotdy  related*  teit  hat  proven  to  be  overly  remictive,  and  will 
become  even  more  to  over  time,  primarily  became  it  it  tomerimet  read  to  iaifriy  that 
there  muii  be  tome  direct  coonectioD  to  what  banki  have  tradhionally  done. 

Le^alative  Proccat 

In  view  erf' the  pati  hittoty  trf  financial  reform  legiilatioD,  we  ftd  ronyrikrl  to 
make  ooe  fiitther  point.  In  tbelait  Coogrcaa,  with  the  leadcnliipof  maiiy  nembert  of 
thit  QMnmittee,  inteisate  banking  reform  wu  enacted.  But  it  wu  only  enacted  beciute 
it  wai  kept  dean  of  rrnrinivf  amendmenn  and  additKHial  regulatory  burdens.  We 
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KTODgty  believe  tlie  tune  appRMch  imM  apftf  here.  The  ABA  wB  noosljr  opfMwe  aof 
legiilidOD  which  conuiiu  "Mt't™*!  renfofoat  on  the  aumit  amhorides  of  buAing 
iwdnitiaa)  -  in  the  inwimice  ma,  far  ounplc  --  or  new  rcyilamy  OMn,  ndi  u 
•dditioMl  'cofwuiner'  bwi.  With  ill  the  chancEl  occunii^  in  the  merfcet  pbce,  bukkiag 
cin  BM  afibrd  any  new  renriaiaof  or  tcguUtofy  cons  oot  ifji^eMt  to  our  competitan. 


outomen' dcmudi.  But  there  bMnle  doubt  thtt  far  buki,  the  proceM  of  •diptiiig  to 
todiy*!  mufcetpbce  ii  &r  more  difficult  --  ind  &r  len  efficient  -■  than  it  aece«H)r  becaate 
of  woefiiUy  out-of-dtte  Imv.  And  thii  meaoi  thai  ooBniraen  of  fintndal  Mfvicei  tre 
beiiig  ihon-duDBcd. 

Mr.  Chainnu,  we  we  mdy  to  wotfc  witli  you  ud  d>c  eacBBtot  ofthit 
Comninee,  the  Coapeit,  dte  resultton,  the  AdminiHntioii,  and  other  ■"■*"«  of  the 
fin.mj.i  lervicet  ioduaiy  to  deago  a  *■"""■'  ftamewort  bated  oo  todar^  OMtketplace, 
notthaofibe  1930t.  Such* 
better  product)  at  lower  cott,  utd  will  make  the  ei 
think  you,  Mr.  Chainnan,  lor  this  opportunity  to  Aire  our  viewi  «nh  the  Commtttcc. 
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Mr.  Chainnan,  I  am  Richard  L.  Mount,  the  President  and  CEO  of  the  Saiatoga  National 
Bank,  a  $78  million  community  bank  located  in  Saratoga.  Califoniia.  I  vn  alio  President  of  the 
Independent  Banker)  Aswciation  of  America  {IBAA}.  The  ffiAA  Is  the  only  national  trade 
association  that  exclusively  represents  the  interesu  of  the  nation's  community  banks. 

We  appreciate  this  opportunity  to  testi^  on  the  iisoes  of  Class-Steagall  Act  and  Bank 
Hcdding  Company  Act  reform  proposals.  Both  of  these  Acts  have  been  cornerstones  in 
maintaining  the  safety  and  soundness  of  our  banking  system,  prohibiting  undue  financial 
concentration,  and  protecting  the  integrity  of  the  deposit  insurance  fund. 

These  legislative  foundations  helped  create  our  remarkably  diverse  financial  services 
industry,  which  in  turn  supports  the  strongest  small  business  structure  in  the  world.  We  hear 
too  much  that  we  should  change  our  existing  system  to  minor  the  Japanese,  British  or  German 
system.  I  do  not  understand  this  type  of  inferiority  complex  thinking.  We  have  the  strongest, 
the  best,  the  most  resilient  fittancial  system  in  the  world.  When  you  legislate  changes  you  must 
be  convinced  that  they  are  for  the  betterment  of  all  of  America,  and  not  just  for  the  betterment 
of  Wall  Street  and  for  those  few  banks  that  compete  globally.  I  also  note  that  Germany 
currently  is  critically  reviewing  its  Rttancia]  structure,  particularly  the  role  of  universal  banks 
in  this  smciure. 

There  are  several  important  banking  issues  that  this  Congress  wiU  tacc  this  year, 
including  the  havoc  that  undisciplined  derivatives  activities  are  causing  domesdcalty  and 
inieniationally,  the  capitalization  of  the  SAIF  and  the  payment  of  the  FICO  bonds,  and  the 
reform  of  the  Federal  Home  Loan  Bank  System. 

These  items  should  be  receiving  a  higher  priority  than  the  repeal  of  the  Class-Steagall 
Act,  which  is  an  issue  without  any  popular  constituency  and  which  is  being  driven  by  a  relative 
handful  of  large  fmancial  players.  1  would  like  lo  think  that  a  benevolent  God  was  passing  all 
of  us  a  message  when  the  venerable  Barings  Bank  failed  a  few  days  before  Secretary  Rubin 
unvdied  the  Treasury  proposal  for  repealing  Glass-Steagall.  The  Treasury  proposal  would 
provide  the  legal  framework  for  the  nnassive  consolidation  of  our  financial  services  industry. 
If  I  were  one  of  the  large  financial  players  I  would  also  be  advocating  repeal  of  Class-Sieagall  • 
-  repeal  would  increase  my  market  share  and  power. 

Our  main  caution  with  regard  to  Glass-Sieagall  Act  reform  would  be  ~  do  it  right  and 
know  what  you  are  doing.  The  Leach  bill  comes  the  closest  to  meeting  this  lest.  Otherwise, 
future  Congresses  will  have  to  deal  with  the  mess  that  you  created.  And  as  you  know,  we  are 
still  digging  out  from  the  abysmal  public  policy  decisions  that  led  to  the  S  &  L  debacle  and  cost 
in  taxpayer  more  than  S150  billion. 
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GENERAL  BACKGROUND 

The  Glau-Sieafill  Act  wm  enacted  u  pan  of  the  Banldnt  Act  of  1933.  It  wu  put  of 
the  protcclioni  thil  were  put  into  place  to  piEvenl  a  recunence  of  the  syileniic  calbpK  oT  the 
banking  system  which  led  President  Roosevelt  to  declare  a  bank  holiday  in  1933.  The  purpOK 
of  Glau-Sieagall  was  to  limit  the  securities  activities  of  banks  because  of  the  following  poiauia] 

1.  The  association  of  a  bank  and  securities  firm  could  impair  public  confidence  in  the 
bank  if  the  latter  performed  poorly; 

2.  The  bank  might  be  tempted  to  make  unsound  loans  to  its  securities  affiliate  or  to 
companies  whose  securities  it  was  underwridng. 

3.  Bank  customer  goodwill  could  suffer  if  any  customer  suHered  losses  afta  investing 
in  securities  offered  by  the  bank. 

4.  The  bank  may  make  unsound  loans  in  order  to  facilitate  the  sale  of  securities  in  which 
the  bank  or  its  affiliate  dealt. 

5.  The  affiliate  could  dump  poor  issues  into  the  bank's  trust  depanment. 

6.  The  bank's  promotional  interest  in  the  securities  would  be  in  direct  conflict  with  its 
obligation  to  render  impartial  advice. 

With  the  Glass-Steagall  Act  protections,  safely  and  soundness  issues  still  come  to  the 
forefront.  The  potential  for  targe  and  unexpected  losses  in  an  investment  bank  is  a  faa  of  life 
today.  The  Barings  investment  bank  is  a  recent  example.  Barings  was  the  oldest  investment 
bank  in  Great  Britain,  over  200  years  old.  It  was  also  said  to  be  one  of  the  most  conservatively 
run  investment  banks  in  the  country.  Yet.  over  the  course  of  only  one  month  a  single  trader  in 
its  Singapore  office  was  able  to  rack  up  losses  that  would  appear  to  exceed  Barings'  capital  by 
St  billion.  And  the  potential  conflict-of-interest  problems  noted  by  ttie  Supreme  Court  on  die 
Camp  decision  are  still  valid  today. 

The  Bank  Holding  Company  Act  prohibits  the  mixing  of  banking  and  commerce.  The 
restrirtions  were  first  established  in  the  Bank  Holding  Company  Act  of  1956,  and  they  were 
amended  and  expanded  in  the  1966  and  1970  amendments  to  the  Act,  The  restrictions  were 
enacted  because  Congress  fell  that  otherwise  there  would  be  consolidation  in  the  industry  that 
wvuld  lead  to  monopolization,  and  huge  banking  and  industrial  complexes  would  be  created  if 
bars  were  not  put  into  place. 

These  issues  have  not  changed  over  the  years.  There  is  still  the  potential  for  conflicts 
ofinteiest  when  banking  and  non-banking  firms  aRiliate.  Maintaining  the  wall  between  banking 
artd  commerce  is  critical  to  the  free  enterprise  system.  Our  system  relies  on  banks  to  allocate 
credit  to  its  most  productive  uses.  Separating  banking  and  commerce  Insures  thai  credit  is 
allocated  impartially  and  without  conflicts  of  interest.  Breaching  that  wall  raises  the  risk  that 
credit  deci»ons  will  be  based  on  the  business  strategies  of  the  liank's  corporate  parent  and  not 
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If  banks  were  allowed  10  aHiliaie  with  commercial  and  indusirial  rimns,  ihey  ^would  enjoy 
an  unfair  advantage  over  oiher  banks  and  over  commercial  firmi  noi  associated  with  a  bank. 
Cross  selling  of  services  is  very  important  in  companies  with  multiple  armi.  Banks,  subject  to 
Ihe  Bank  Holding  Company  Act,  can  only  engage  in  activities  closely  related  to  banking.  By 
contrast,  if  diversified  firms  owned  banks,  they  would  be  free  to  combine  banking  with  a  wide 
variety  of  financial  or  other  services.  Former  FOIC  Chairman  William  Seidman  testified  before 
the  Senate  Banking  Committee  that  the  non-bank  bank  loophole,  which  breaches  Ihe  wall 
between  banking  and  commerce,  'is  highly  inequitable  and  detrimental.  Allowed  to  grow, 
nonbank  banks  can  weaken  the  real  banks  by  competing  in  an  unfair  contest  in  the  market 
place.'  (S.  Rep.  100-19,  tOOlh  Cong.  Isl  Sess..  March  19.  1987.  pg.  9)(emphasis  added). 

Breaching  the  banking  and  commerce  wall  also  undermines  bank  supervision  by 
threatening  the  safety  and  soundness  of  our  financial  system.  There  is  no  piaciical  way  to 
separate  a  bank  from  its  affiliates,  either  operationally  or  in  the  public's  perception.  Federal 
Reserve  Board  Chairman  Alan  Greenspan  testified  about  his  concerns  with  the  efficacy  of 
firewalls  when  he  testified  before  this  committee  on  February  28,  1995.  He  warned  agaitisl 
placing  100  much  faith  on  firewalls,  because  'under  stress,  they  tend  to  melt.'  This  testimony 
was  similar  to  testimony  by  then  Federal  Reserve  Board  Chairman  Paul  Volcker  throughout  the 
1980s.  For  example,  he  testified  before  the  Senate  Banking  Committee  that  'problems  in  one 
part  of  the  system  will  inevitablv  be  transmitted  to  other  parts.'  (S.  Rep.  100-19,  100th  Cong. 
1st  Sess..  March  19.  19S7,  pg.  9)  (emphasis  added). 

Firewalls  meant  lo  protect  Ihe  insured  bank  from  the  risk  associated  with  securities, 
commercial  and  indusinal  affiliates  will  not  work  in  an  emergency.  As  history  shows,  in  the 
case  of  a  conflagration,  firewalls  will  bum  very  quickly.  One  only  has  to  look  back  a  few  years 
to  Continenial  Illinois  and  its  First  Options  affiliate.  Although  firewalls  were  in  place,  when 
First  Options  suffered  massive  losses.  Continental  Illinois  National  Bank  stepped  in  and 
improperly  loaned  money  lo  First  Opiions  lo  prop  it  up.  Although  the  loan  was  quickly 
upstreamed  to  the  holding  company,  and  the  bank  suffered  no  loss  that  time,  what  <x:curred 
shows  how  useless  firewalls  are. 

CURRENT  REFORM  PROPOSALS 

Hiere  are  three  proposals  on  the  table  at  the  present  time.  In  summary,  they  would 
amend  the  Class-Sleagall  Act  and  the  Bank  Holding  Company  Act  in  the  following  ways. 

CONGRESSMAN  BAKER'S  PROPOSAL 

The  broadest  proposal  is  the  one  put  forth  by  Congressman  Baker  (H.R.  S14).  This  proposed 
legal  structure  would  permit  a  holding  company  to  own  a  major  bark,  a  major  securities  firm, 
and  a  major  industrial  firm.  Such  a  concentration  of  economic  and  financial  power  is  almost 
'  we  strongly  oppose  it. 
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The  bill  conuins  wme  Tirewalli  which  would  nstrici  transactions  between  the  two 
entities.  However,  these  firewalls  an  minimal,  lntt  essentially  restrict  the  commercial  bank 
from  extending  credit  or  guarantees  to  the  investment  bank,  purchasing  assets  from  the 
It  bank,  or  enletiding  credit  to  an  investment  company  aHiliated  with  the  investment 


The  Bank  Holding  Company  Act  would  effectively  be  repealed  by  the  bill.  In  additkm 
lo  allowing  affiliations  between  commercial  banks  and  investment  banks,  affiliadons  would  alio 
be  allowed  between  commercial  banks  and  any  other  entity.  Thus  Ford  Motors,  Piudenliil 
Insurance,  Merrill  Lynch,  and  Chase  Manhattan  Bank  could  be  commonly  owned.  And  this 
entity  would  have  an  unregulated  holding  company  directing  it,  with  no  ntinimum  capital 
requirements  imposed  on  it.  There  would  be  no  firewalls  between  the  commercial  bank  and  the 
non-investment  bank  affiliates  other  than  Sections  23A  and  23B  of  the  Federal  Reserve  Aa, 
which  essentially  requires  only  that  transactions  among  a  commercial  bank  and  its  affiliates  be 
at  an  arms  length,  and  that  asset  transfers  be  completed  at  market  value. 

Breaching  the  banking  and  commerce  wall  in  the  Bank  Holding  Company  Act  in  this 
manner  will  allow  for  the  possibility  of  systemic  risk  that  Congress  should  not  allow.  To  begin 
with,  the  source  of  strength  doctrine  is  thrown  out  the  window  because  the  holding  company 
would  not  be  a  bank  holding  company  and  would  have  no  minimum  capital  requirements.  The 
source-of-slrenglh  doctrine  recognizes  the  effect  of  Federal  deposit  insurance  and  the  implicit 
taxpayer  guarantee  that  stands  behind  it.  and  provides  for  the  resources  of  non -insured  entities 
that  choose  to  affiliate  with  an  insured  bank  to  be  available  to  support  the  bank.  This  important 
principle  must  be  maintained. 

The  risks  inherent  In  commerce  are  great.  An  insured  bank  should  not  be  put  at  risk 
because  of  affiliations  with  such  companies.  The  market  sees  a  holding  company  and  its 
subsidiaries  as  component  parts  of  a  whole  that  are  mterrelated  and  draw  strength  from  each 
other.  In  fact,  if  ihis  were  not  so,  there  would  be  no  reason  to  affiliate  these  entities  under  a 
common  shell.  If  the  market  views  the  holding  company  and  its  subsidiaries  as  an  integrated 
entity,  then  problems  in  one  subsidiary  will  necessarily  be  transmitted  to  other  paris  of  the 
holding  company,  including  the  insured  bank. 

Insurance  underwriting  brings  with  ii  some  very  large  risks.  ^Tiese  companies  engage 
in  financial  services  that  are  the  same  or  similar  to  those  offered  by  commercial  and  investment 
banks,  along  with  the  underwriting  of  insurance.  They  also  are  direct  investors  in  and 
developers  of  real  estate.  Yet  insurance  companies  arc  not  Federally  regulated.  Thus,  although 
the  Baker  approach  extols  the  virtues  of  functional  regulation,  it  exempts  from  any  Federal 
regulation  an  industry  that  can  engage  in  a  wide  range  of  financial  services  and  in  real  estate 
activities  that  have  proved  fatal  to  many  Federally  insured  institutions.  This  Qjmmiltee  sbotild 
be  most  careful  indeed  in  putting  haphazardly  regulated  firtancial  entities  together  in  a  common 
structure,  particularly  in  light  of  the  concerns  Chairman  Greenspan  has  raised  about  the  e^icacy 
of  firewalls. 
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Compediive  issues  are  alio  raised.  Our  financial  system  relies  on  binla  to  allocate  credit 
in  an  impartia]  manner  to  creditworthy  entities.  The  separation  of  banidng  and  commerce  helpi 
to  insure  thu  the  credti-maldnt  decision  is  not  tainted  due  to  a  conflict  of  interest.  To  tear  down 
the  walls  raises  the  risk  that  credit  decisions  will  be  made  on  the  basis  of  strategic  decisions 
regarding  the  business  of  the  holding  company  and  its  a^iliaies,  and  not  on  the  creditworthiness 
of  the  bonowcr  or  the  economic  merit  behind  the  request  for  the  credit.  There  is  also  a 
possibility  thai  crrdit  will  be  more  readily  available  us  affilialei  of  the  bank  than  to  non- 
affiliates.  A  business  with  a  guaranteed  line  of  credit  has  a  substantial  advantage  over  one  thai 
does  not.  If  (his  advantage  Is  caused  by  an  affiliation,  rather  than  merit,  it  is  un^r  and 
undenninei  the  basic  tenets  of  the  fne  market  system. 

Finally,  the  fact  that  functional  regulation  will  be  ^iplied,  and  the  Federal  Reserve  Board 
will  not  regulate  the  holding  company,  raises  safety  and  soundness  issues.  In  the  Drexel 
Bumham  case,  the  holding  company  maintained  adequate  capital  in  the  regulated  broker-dealer 
subsidiary.  Losses  occurred  in  other  subsidiaries,  and  'excess'  capital  in  the  broker-dealer  was 
used  to  support  those  troubled  subsidiaries.  Ultimately,  even  though  the  broker-dealer  remained 
adequately  capitalized,  the  losses  and  the  lack  of  public  confidence  in  the  entire  entity  brought 
down  the  entire  holding  company.  The  functional  regulation  in  the  Drexel  Bumham  case  was 
no  substitute  for  having  a  regulator  supervise  the  entire  cniity.  Such  supervision  puts  an  overall 
picture  of  the  financial  condition  in  the  hands  of  one  regulator,  and  allows  for  early  action  with 
regard  to  the  entire  holding  company  if  problems  begin  to  arise.  This  is  especially  important 
in  the  context  of  an  insured  bank. 

THE  ADMINISTRATION  PROPOSAL 

On  February  27,  Secretary  of  the  Treasury  Robert  Rubin  unveiled  the  outlines  of  the 
Administration's  proposal  to  reform  the  Class-Sieagall  Act  and  the  Bank  Holding  Company  Act, 
It  would  appear  thai  the  administration  would  allow  the  affiliation  of  commercial  banks, 
investment  banks  and  any  other  "financial"  company,  including  insurance  underwriters.  These 
entities  could  be  affiliated  either  in  a  holding  company  structure  or  as  a  parent-sub  arrangement 
with  the  bank  as  the  parent. 

This  proposal  causes  us  great  concern,  and  we  strongly  oppose  it.  First,  it  allows  an 
insurance  underwriter  to  be  affiliated  with  a  bank.  Insurance  companies  are  major  competitors 
of  banks  with  regard  lo  commercial  loans.  Addiiionally.  insurance  companies  have  large 
investments  in  all  types  of  secunties  and  derivatives,  a  poientially  volatile  situation.  Insurance 
companies  are  also  heavily  engaged  in  real  estate  development.  We  do  not  have  to  think  very 
hard  to  remember  the  S150  billion  thai  taxpayers  have  had  to  pay.  in  large  pari  because  insured 
institutions  were  allowed  lo  become  involved  in  real  estate  development.  Furthermore,  as  noted 
above,  insurance  underwriters  arc  not  Federally  regulated. 
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The  abllUyof  (he  bank  to  hold  securities  and  insurance  aRiliates  as  a  subsidiary  is  also 
fraught  with  danger.  The  closer  together  these  companies  are,  the  more  they  will  be  identified 
by  the  public  as  a  common  entity.  This  increases  the  risk  ihai  the  public  will  perceive  problems 
in  the  subsidiary  u  being  problems  in  the  parent  bank.  This  could  lead  to  runs  or  other 
financial  problems  for  an  otherwise  healthy  commercial  bank. 

One  of  the  reasons  given  for  allowing  banks  to  be  affiliated  with  other  financial 
companies  is  that  cross- marketing  and  joim- marketing  of  products  and  services  is  more  efficient. 
More  efficient  it  may  be,  bui  it  raises  the  likely  prospect  of  customer  confusion  over  whether 
a  product  is  or  is  nol  FDIC  insured.  It  also  gives  large  integrated  companies  an  unfair 
competitive  advantage  over  mdependent  banks.  In  an  integrated  company,  a  customer  would 
be  able  (o  receive  banking,  insurance,  and  securities  products  all  at  one  lime.  Although  tying 
of  the  products  is  prohibited,  the  ability  to  market  Ihem  as  a  package  will  exist.  Banks  that  ate 
not  affiliated  with  insurance  and  securities  companies  would  have  great  trouble  competing  with 
such  companies.  And  the  simple  fact  is  that  small  banks  do  nol  have  the  resources  lo  purchase 
such  companies,  and  they  are  too  small  to  be  desirable  acquisitions  by  insurance  or  securities 
firms.   Thus  they  are  effectively  froien  out  of  the  market. 

CHAIRMAN  LEACH'S  PROPOSAL 

Chairman  Leach  has  introduced  H.R.  18,  This  bill  would  alto*  the  affiliation  of 
commercial  banking  and  investment  banking  under  a  bank  holding  company  that  is  regulated  by 
the  Federa}  Reserve  Board.  The  bill  would  also  amend  the  Bank  Holding  Company  Act  to  allow 
some  breach  of  the  banking  and  commerce  wall.  It  would  do  this  by  allowing  the  Federal 
Reserve  Board  to  allow  bank  holding  companies  to  own  companies  that  are  financial  in  nature, 
except  for  insurance  underwriters.  This  would  amend  the  current  provision  thai  requires  bank 
holding  company  subsidiaries  to  be  closely  related  to  the  business  of  banking,  as  determined  by 
the  Federal  Reserve  Board. 

The  bill  contains  firewalls  substantially  in  excess  of  those  in  Congressnian  Baker's  bill. 
However,  in  our  view,  the  questions  are  still  open  about:  whether  the  proieclions  in  the  bill  are 
sufficient  to  protect  (1)  the  safety  and  soundness  of  the  banking  system;  (2)  the  legitimate 
competitive  interests  of  all  banks,  and  not  just  the  large  banks  that  can  take  advantage  of  what 
the  bill  offers;  and  (3)  Ihe  potential  conflicts  of  interest  that  arise  because  of  the  affiliation  of 
such  diverse  entities.  Clearly  the  Leach  bill  will  further  concentrate  our  financial  services 
industry  at  the  very  same  time  that  the  banking  industry  is  restructuring  and  consolidating  in 
response  to  Ihe  passage  of  the  Riegle-Neal  Interstate  Banking  and  Branching  Efficiency  Act  of 
1994. 
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The  IBAA  is  cunently  audyiiiB  these  iuuei  to  determine  the  mosi  protwble  manner  that 
binkinE  and  Main  Street  Ametica  will  be  aRected  by  H.R.  IS.  We  lecogniie  that  the  financial 
services  industry  has  changed  significantly  over  the  EaS  two  decadei,  both  ttationally  and 
imemationally.  We  also  recognize  that  large  banking  companies  compete  in  different  markets 
than  community  banks,  and  iherefoie  may  need  to  exercise  powers  thai  they  do  not  now  poueu 
in  order  to  compete  in  those  markets.  However,  granting  large  banks  powers  cannot  be  at  the 
expense  of  community  banks  aitd  the  communities  and  small  bu»nesses  thai  ihey  serve  so  well. 

These  issues  need  to  be  fiilly  examined  in  the  debate  over  reform  of  Glasi-Steagall. 
Although  H.R.  18  certainly  goei  down  Ok  road  to  protecting  these  important  interestl,  more 
evidence  is  necessary  to  detMtnine  if  it  in  lact  gets  there. 

NON-BANK  BANK  GROWTH  CAP 

In  19S7,  the  Competitive  Equality  Banking  Act  (CEBA)  closed  the  non-bank  bank 
looi^ole  to  the  Bank  Holding  Company  Act.  The  loophole  exempted  banks  that  did  not  make 
commercial  loans  from  the  requirements  of  the  Bank  Holding  Company  Act.  thus  allowing  the 
mixing  of  banking  and  commerce.  CEBA  also  imposed  restrictions  on  the  grandfathered 
companies  that  owned  non-bank  banks,  inclitding  limiting  iheasset  growth  of  the  non-bank  bank 
to  no  greater  than  7%  during  any  12-month  period,   H.R,  18  would  eliminate  the  7%  growth 


The  non-bank  bank  loophole  eroded  the  separation  of  banking  and  commerce,  created 
competitive  inequalities  in  the  financial  system,  undermined  the  ability  of  the  bank  regulators 
to  maintain  a  safe  and  sound  banking  system,  and  jeopardized  the  payments  system.  These 
things  occurred  because  the  non-bank  bank  loophole  breached  the  wall  between  banking  and 
commerce.  As  noted  above,  both  former  FDIC  Chairman  Seidman  and  former  Fed  Chairman 
Volcker  testified  before  the  Senate  Banking  Committee  in  support  of  closing  the  non-bank  bank 
loophole. 

Maintaining  the  wall  between  banking  and  commerce  is  critical  to  the  free-enlcrprise 
system.  Our  system  relies  on  banks  to  allocate  credit  to  its  most  productive  uses.  Separating 
banking  and  commerce  insures  that  credit  is  allocated  impartially  and  without  conflicts  of 
interest.  Breaching  that  wall  raises  the  risk  that  credit  decisions  will  be  based  on  the  business 
strategies  of  the  bank's  corporate  parent  and  not  on  economic  merit. 

As  noted  above,  non-bank  banks  and  their  affiliates  enjoyed  an  unfair  advantage  over 
bank  holding  companies  and  over  commercial  firms  not  associated  with  a  non-bank  bank  because 
of  cross  selling  of  services. 

It  is  also  clear  that  non-bank  banks  undermine  bank  supervision  by  threatening  the  safety 
and  soundness  of  our  Hnancial  system,  because  there  is  no  practical  way  to  separate  a  non-bank 
bank  from  its  affiliates,  either  operationally  or  in  the  public's  perception. 
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Finally  non-bvik  banks  jeapaidize  the  paymentisynem.  This  is  because  larse  diversified 
companies  tain  access  to  the  system.  The  main  safeguards  in  the  system  against  the  lippUng 
effects  of  a  default  are  the  creditwonhiness  of  the  bank  making  the  transfer  and  its  willingness 
CO  make  an  independent  credit  judgement  about  its  customers.  A  non-bank  bank  cannot,  ai  a 
praaical  matter  make  such  an  independent  judgement  about  an  affiliate  and  resist  thai  company's 
orders  to  make  payments  that  would  create  overdrafts. 

UNITARY  THRIFT  HOLDING  COMPANIES 

The  unitary  thrift  holding  company  loophole  also  breaches  the  separation  of 
banking  and  commerce.  Under  current  law.  unitary  thrift  holding  companies  are  not  prohibited 
from  affiliating  with  commercial  finns.  This  has  allowed  thrifts  to  aMliate  with  industrial  and 
other  types  of  companies  in  violation  of  prudent  safety  and  soundness  principles.  We  believe 
the  potential  systemic  risks  permiiied  by  this  loophole  should  be  a  concern  to  lawmakers.  TlK 
risks  of  merging  banking  and  commerce  are  jusi  as  applicable  to  the  thrift  industry  as  Ihey  are 
to  the  banking  industry.  Repealing  the  exemption  would  level  the  playing  field  and  put  all 
insured  financial  insiiiuiions  in  parity. 

CONCLUSION 

The  Glass-Steagall  Act  and  the  Bank  Holding  Company  Act  have  provided  significant 
protections  to  our  banking  system  and  preserved  competitive  equality  in  this  country.  This  has 
given  the  United  States  an  economic  and  financial  system  which  is  the  envy  of  the  world. 
Efforts  to  make  major  changes  in  the  system  should  be  undertaken  only  after  great  deliberation. 
Additionally,  changes  should  be  matle  on  an  incremental  basis.  No  one  can  predict  with 
certainty  what  the  outcome  of  the  proposed  changes  will  be.  If  we  lake  too  great  a  leap,  we 
could  find  that  we  have  fallen  down  the  precipice.  Change  can  destroy  as  well  as  build.  We 
arc  still  witnesses  to  the  ongoing  destmciion  of  the  savings  and  loan  industry  -  a  process  that 
was  hastened  by  public  policy  decisions. 
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Introduction 

Mr.  Chairman  and  member*  of  tlie  committee,  I  am  Kobert  U.  FVeeman, 
Chairman  and  Chief  Executive  OfBcer  of  Signet  Banking  Corporation  in  Richmond, 
Virginia,  a  $10  billion  diveraified  banking  Snu.  I  am  pleased  to  appear  today  on 
behalf  of  The  Bankers  Roundtable  to  addreaa  the  important  iuue  of  modernizing 
United  States  banking  law.  I  have  been  privileged  to  serve  thia  year  as  President  of 
theRoundtable,  the  membership  of  which  is  open  to  the  nation's  125  largest 
banking  companies.  They  range  in  size  from  over  $200  billion  to  $2  billion  in 
assets,  representing  some  70%  of  the  commercial  banking  assets  in  the  U.S. 

The  Roundtable  appreciates  your  eSbrts  Mr.  Chairroan  to  focus  on  legislatiDn 
that  would  modernize  the  nation's  banking  laws  by  the  eariy  introduction  of  the 
Financial  Services  CompetitiveneBs  Act  of  1995  (H.R.  18  and  H.R.  1062).  We 
appreciate  your  long  standing  commitment  and  that  of  the  Committee  to  making 
needed  reforms.  We  support  the  effort  you  are  undertaking. 


General  Comments 

Mr.  Chairman  end  members  of  the  Committee,  the  Roundtable's  view  of 
financial  services  reform  is  summarized  in  our  Products  and  Services  Poli^ 
Statement  attached  to  my  statement.  In  our  view,  significant  changes  are  needed 
to  keep  our  financial  services  system  healthy,  stable  and  capable  of  meeting  user 
needs  well  into  the  future.  The  Roundtable  has  provided  the  Committee  with  its 
broad  recommendations  for  achieving  this  objective.  We  will  be  pleased  to  work 
with  you  in  attaining  them. 

Role  of  Banking.      The  Bankers  Roundtable  believes  that  the  public  will  be 
best  served  by  lews  that  allow  the  banking  system  to  meet  the  needs  of  consumers, 
businesses  and  governments  efficiently,  conveniently  and  economically.  Banks  play 
a  fundamental  role  in  our  nation's  economy.  They  are  crucial  to  the  conduct  of 
monetary  policy  and  play  a  central  role  in  the  payments  system.  Beeauseof  this,  it 
is  important  that  the  business  of  banking  be  conducted  safely  and  soundly. 

It  is  the  responsibility  of  bank  management  to  see  that  appropriate  credit 
and  investment  policies  and  practices  are  in  place  for  managing  and  controlling  the 
risks  that  are  inherent  in  the  business  of  banking.  Bank  boards  of  directors  also 
must  be  involved  in  this  process. 

It  ie  vital  that  the  banking  franchise  be  maintained  and  strengthened  not 
only  for  the  benefit  of  the  institution,  but  also  for  the  benefit  of  users  and  the  health 
of  the  overall  economy.  U.S.  banking  policy  makers  and  bankers  must  meet  the 
challenge  of  assuring  that  the  banking  system  remains  responsive  to  user  needs 
consistent  with  safety  and  soundness  objectives. 
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Aa  we  work  to  make  our  bonkiiig  and  finnnriiil  ■ystem 
stronger,  The  Banken  RoundtaUe  believes  that  a  number  of  prindples  are  key  to 

legislation. 

(1)  ForemoBt  is  maintaining  aafe^  and  aoimdneaa. 

(2)  llie  need  to  improve  the  delivet;  of  financial  products  and  servicea  to 

(3)  The  enhancement  (f  competition  in  the  financial  aervicee  marketplace. 

(4)  The  creation  of  a  clear  l^al  framework  on  which  providers  and  users  of 

finanuel  products  and  services  may  rely. 
(fi)  The  need  for  flezitaU^  in  management  dedaionmaking. 
(6)  The  encouragement  of  product  innovation  and  of  flexible  corporate 

atructurea  to  pnTvida  fin«npi»l  producta  and  aervicea  that  meet 


(7)  l^e  developrooit  ctf'an  incentive-baaed  regulatory  system,  that  supports 

prudent  operatitnia  fay  institutiona  and  pennita  the  best-equipped  firms 
to  meet  user  needa. 

(8)  The  continuing  initiation  into  the  banking  system  of  technologicsl 

developments  that  improve  the  abiU^  to  create  and  deliver  financial, 
payment  and  related  iafimnation  services  to  customeie. 

The  Bankers  RonndtaUe  believes  that  reforms  can  be  made  to  U.S.  banking 
law  that  meet  these  criteria;  we  are  also  a^rnizant  that  their  achievement  may  take 
time  and  require  incremmtal,  but  positive,  solutions. 

Consistent  with  our  reconunoidations,  Hie  Banken  Roundtable  supports 
H.R  1062  as  a  strong  statemttit  rfneeded  reform,  llie  Roundtable  supports  the 
effort  you  are  undertaking  and  is  committed  to  work  witti  you  in  developing  the 

concept  to  its  fullest. 

The  Bankers  Boundtable  has  an  important  caveat  that  must  be  empbasiiad 
here.  We  cannot  support  any  legislation  that  takes  away  from  the  produ^  and 
services  authority  that  banks  now  have.  Banks  should  not  be  asked  to  retreat  from 
the  position  they  occupy  today.  Indeed,  there  are  banka  that  may  wish  to  retain  the 
concept  of  a  'pure*  commercial  bank  or  even  return  to  that  approach  over  time. 
Federal  policy  should  enhance  the  fundamental  benk  fi-andiise,  such  as  I^ 
authorizing  revenue  bond  underwriting  as  envisioned  in  HJt.  1062.  llie 
Roundtable  cannot  aupptnt  lagialation  that  would  undermine  the  activitieB  in  which 
banks  engage  today  or  legialatian  that  prevents  hanking  from  meeting  user  needs  in 
the  financial  marketplace  of  the  fbtiira.  Extraneous  amendments  limiting  bankin 
products  and  services  mni   ' 
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Important  Bnle  nf  T«rhnnlogv.     One  of  the  mMt  important  influences  on  the 
ability  to  deliver  financial  products  and  lervices  todajr  is  new  technological 
development.  New  technology  has  penoitted  traditional  Unes  of  banking 
busineMES,  such  as  mortgage  lending,  to  be  accomplished  more  rapidly  and 
conveniently.  Technology  bag  permitted  new  lines  of  husineu,  such  aa  credit,  debit 
and  "smart'  cards,  to  provide  significant  benefits  to  consumers  and  governments. 
Technology  ischanging  the  way  in  which  most,  if  not  all,  banking  and  finandal 
products  and  services  will  be  delivered  to  consumers,  business  and  government  in 
the  future. 

Banks  are  seeking  to  enhance  their  capabiiities  for  delivering  fiiandal, 
payment  and  related  information  services  to  users  in  new  and  innovative  ways.  Tat 
example,  we  just  established  at  Signet  Bank  a  computer-based  system  to  provide 
college  students  with  information  about  loans  and  grants  that  can  be  accessed 
through  the  Internet  system .  Other  hanks  throughout  the  country  are  establishing 
financial  and  information  services  of  their  own  that  rely  on  similar  technologies. 

Nonbanking  companies,  including  telecommunication,  data  processing  and 
software  firms,  also  are  seeking  to  establish  or  expand  their  networks  for  delivering 
financial,  payments  and  related  information  services.  Companies  such  as  AT&T, 
for  example,  offer  credit  cards  to  their  customers;  software  firms  such  as  Intuit  are 
marketing  financial  programs  to  users.  Plans  by  these  and  other  nonbanking  firms 
for  delivering  banking  and  financial  products  and  services  to  users  are  under  active 
consideration  and  development. 

The  implications  of  such  developments  for  U.S.  banking  policy  are  enormous. 
Nonbanking  firms,  many  of  which  are  not  as  highly  regulated  as  banks,  are  capable 
of  offering  diverse  financial  and  nonfinandal  products  and  services  to  the  public. 
Many  changes  in  the  delivery  of  banking  and  financial  services  can  be  expected  to 
come  from  revisions  in  telecommunications  laws  and  regulations  adopted  by  the 
FederalCommunicationsCommissionjust  as  certainly  as  they  come  from  actions  of 
the  Federal  Reserve  Board  ortheOfficeoftheComptroller  of  the  Currency. 

Technological  change  also  means  that  the  definitions  of  financial  providers 
will  became  increasingly  outdated  as  more  and  more  services  are  delivered  by 
means  of  computer-based  and  other  technology-based  information  systems.  It  is 
already  envisioned  that  individuals  will  be  able  to  conduct  their  banking  and 
financial  business  from  the  comfort  of  an  easy  chair  in  their  living  rooms  by  merely 
clicking  their  remote  control  to  a  cable  channelof  their  television  that  allows  them 
to  access  their  checking,  savings,  investment  and  credit  accounts  at  banks,  other 
financial  institutions  or  nonbanking  firms  any  time  they  wish.  In  the  future,  we 
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may  be  just  as  likely  to  meet  our  customerB  acroaa  an  electronic  network  as  in  a 
bank  lobby  or  across  a  board  room  table. 

The  legislation  before  the  Committee  at  this  time  suggeotB  that  Congress 
recognizes  that  changes  in  U.S.  banking  end  financial  law  need  to  be  made.  The 
gap  between  banking  and  other  financial  businesses  needs  to  be  bridged,  which  the 
legislation  certainly  would  help  achieve.  While  Congress  may  not  be  willing  to 
bridge  the  gap  now  between  banking  and  commerce,  it  needs  to  recognize  that 
technological  developments  are  making  it  increasingly  possible  for  nonbanking 
firms  tooffer  the  types  of  financial,  payments  and  related  information  services  that 
banks  have  traditionally  provided  to  users;  innovation  in  the  marketplace  will 
le  and  accelerate. 


We  urge  special  attention  be  paid  to  the  impact  that  proposed  legislation 
deregulating  the  nation's  telecommunications  aystems  would  have  on  the  ability  of 
banks  to  remain  competitive.  Changes  in  these  systems  hold  enormous  potential 
for  delivering  financial,  payments  and  related  information  services  outside  the 
banking  system  utilizing  existing  and  emerging  technologies.  Congress  should 
assure  that  banks  may  continue  to  take  advantage  of  new  technologies  in  offering 
financial,  payment  and  information  related  services  dii«ctly  to  customers  or  are 
allowed  to  do  so  by  affiliating  with  firms  that  are  engaged  in  those  lines  of  business. 


III.  Comments  on  H.R.  1062 

As  noted  earlier,  H.R.  1062  is  a  significant  step  forward  in  modernizing  the 
banking  and  financial  system.  The  Roundtable  looks  forward  to  working  with 
committee  members  in  developing  the  legislation. 

The  membership  of  The  Bankers  Roundtable  is  in  a  good  position  to  help  in 
this  matter.  They  are  experienced  in  the  business  of  underwriting  and  dealing  in 
government  securities  directly  in  their  banks  and  in  underwriting  equity  and  debt 
securities  and  engaging  in  dealer  activities  through  Section  20  operations  of  their 
holding  companies.  This  involvement,  in  the  bank  and  in  the  holding  company,  has 
proven  beneficial  to  consumers,  businesses  and  governroents. 

Rpvpniip  Rffnds.      The  legislation  provides  a  step  forward  by  adding 
revenue  bond  underwriting  to  bank  product  lines,  though  with  a  limitation  based  on 
geography.  Banks  have  traditionally  underwritten  general  obligation  securities  of 
state  and  local  governments,  and  the  ability  to  underwrite  revenue  bonds  is 
desirable  and  fits  with  long-standing  banking  services  for  governments.  The 
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Roundtable  believes  that  the  exiating  banking  franchise  inust  be  enhanced  through 
expanded  product  lines  and  reduced  regulatory  burden. 

Two  Way  Street.      The  Roundtable  supports  a  two-way  street"  for  banking 
and  securities  firms.  Such  a  syEtem  should  be  attained  without  undue  restraints 
and  uneconomic  conditions,  while  still  maintaining  the  safety  and  aoundness  of  the 
institutions  involved.  Any  bank  with  access  to  the  payments  system  and  discount 
window  must  meet  the  high  standards  that  have  been  established.  The  Roundtable 
recognizes  that  it  is  difficult  today  to  find  &nns  that  are  unaffiliated  with  some  form 
of  enterprise  outside  the  business  of  banking  or  securities  underwriting  and 
recognizes  that  divestiture  of  product  lines  may  pose  problems.  We  look  forward  to 
working  on  this  issue  with  you. 

StnictuFPs  for  Affiliation-      The  Bankers  Roundtable  urges  that  various 
structures  for  affiliation  be  available.  The  Roundtable  considers  holding  companies 
to  be  a  useful  model.  We  also  believe  that  bank  operating  subsidiaries,  properly 
structured,  may  offer  safe  vehicles  for  providing  services.  What  is  important  is  that 
corporate  managers,  based  on  capital  and  management  strength,  should  be  able  to 
adopt  structures  that  meet  user  needs  and  demands.  Regulators  currently  have 
ample  authority  to  manage  these  structures. 

RpEulation.  New  Products  &  Streamlined  Prncsduras,       Regulation  should 
turn  more  to  supen-ision  and  away  from  micro  management.  The  Congress  took 
positive  steps  in  that  direction  in  the  Riegle  Community  Development  and 
Regulatory  Improvement  Act  of  1994,  which  reduced  regulatory  burden. 
Institutions  with  strong  capital  positions  and  able  managements  should  see  less 
regulation  and  greater  freedom  to  innovate  products  and  methods  for  their  delivery. 
The  Roundtable  supports  such  a  system  of  incentive-based  regulation,  which  H.R. 
1062  envisions  by  focusing  on  strongly  capitalized  banks  and  by  the  permitting  the 
Federal  Reserve  to  modify  safeguards  provided  in  the  bill;  this  is  an  approach  that 
should  be  expanded, 

H.R.  1062  contains  other  commendable  provisions,  long  advocated  by  &6 
Roundtable,  which  move  toward  an  improved  regulatory  structure.  First,  the  bill 
would  revise  Section  4(c)(6)  of  the  Bank  Holding  Company  Act—  which  governs 
Federal  Reserve  Board  consideration  of  new  "nonbanking"  financial  activities. 
H.R,  1062  would  replace  the  traditional  "closely  related'  to  banking  test  with  a  new 
"financial  in  nature"  rule  that  would  permit  more  flexible  action  by  the  Board  to 
approve  products  and  services  as  the  financial  marketplace  evolves.  Second,  the 
legislation  would  modify  the  current  application  process  for  nonbanking  activities. 
By  providing  a  notice  procedure  for  most  activities  and  streamhning  the  process  to 
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pennit  expedited  action,  H.R.  1062  goes  a  long  way  toward  placing  banking 
organizBtiona  on  a  more  equal  footing  with  nonbanking  pnividera  of  such  sovicea. 
The  benefits  of  these  two  changes  cannot  be  overstated. 

Crosa  Marliptiny.    A  key  benefit  of  afElistion  should  be  coniumer  benefits. 
This  depends  on  the  abiUty  to  cross  market  and  package  products  and  services.  The 
value  to  users  is  to  find  produeta  packaged  the  way  they  desire  and  available  when 
and  where  they  desire,  while  institutions  maintain  their  safety  and  soundness,  and 
without  anticompetitive  practices.  The  current  overlay  of  antitrust  and  banking 
laws—  tying  and  disclosure  rules—  provide  consumer  protec±ionB,  while  atill 
permitting  peckagingof  products  to  suit  user  needs.  H.R.  1062  does  not  limit  cross 
marketing  and  looks  to  consumer  disclosures  as  a  key  element  in  avoiding 
problems.  Indeed,  the  bill  will  support  cross  marketing  and  ijimjiiiijh  the  capabiUty 
of  any  one  firm  to  engage  in  anti-competitive  ^ng  practices  by  increasing 
competition  and  providing  userswitha  wider  array  of  choices. 

Safpgiiards.       The  Roundtable  beUevea  that  the  Committee  should 
modernize  the  law  with  the  knowledge  that  a  fiilt  panoply  of  safeguards  are  already 
in  place.  These  safeguards  protect  the  depoait  insurance  system  and  the  consumer; 
any  new  proposed  restraints  must  meet  the  test  of  adding  to  safe^  and  soundness, 
not  duplicating  current  rules  nor  dampening  competition.  I  have  attached  a 
memorandum  to  my  statement  that  highlights  the  many  safe^  and  soundness 
protections  for  banlts,  taxpayers  and  the  deposit  insurance  system  that  are  already 
in  place.    It  shows  a  rather  extensive  andeomprehensivelist  of  safeguards. 

The  Roundtable  will  be  continuing  iti  analysis  of  H.R.  1062  and  would 
appreciate  the  opportunity  to  communicate  to  the  Committee  regarding  any 
safeguards  that  may  be  unnecessary  in  li^t  of  existing  federal  law  and 

regulation. 


IV.  Conclusion 

The  Bankers  Roundtable  supports  the  efforts  underway  in  this  committee  to 
modernize  U.S.  banldng  law.  You  have  initiated  a  process  that  ultimately  will 
benefit  the  entire  financial  services  system  and,  most  importantly,  the  users  of 
products  and  services.  We  look  forward  to  assisting  the  Committee  in  developing  a 
solid  plan  for  action  that  works  in  practice,  is  beneficial  to  the  public  and  is 
achievable. 

Again,  thank  you  for  the  oppcvtuni^  to  testify,  Mr.  Chairman. 
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The  Bankers  Roundtabl« 

Policy  Statement  on  Producta  and  Services  Legislation 

The  Bankers  Roundtable  supports  coDgressional  action  reforming  the 
law  of  financial  institutions  to  provide  useiB  of  products  and  services 
greater  choice  at  a  lower  cost  while  maintaining  iiindamental  safely 
and  soundness. 

The  Roundtable  believes  that  current  regulatory  authorities,  which 
have  been  greatly  enhanced  over  the  pest  six  years,  provide  more  than 
enough  safeguards  to  permit  expansion  of  banking  products  and 
sen-ices  and  affiliation  of  banks  with  nonbanking  firms.  Additionally, 
new  laws  and  regulatory  tools  have  provided  thorough  insulation  for 
the  deposit  insurance  funds.  Flexibility  of  corporate  structures  and  a 
more  super^-isory  approach  to  regulation,  rather  than  micro 
management,  will  benefit  wholesale  and  retail  customers. 

The  Roundtable  cannot  support  initiatives  that  would  reduce  or 
constrict  the  offering  of  products  and  services  or  create  new 
"safeguards"  that  are,  in  reality,  anti-competitive,  add  nothing  to 
safety  and  soundness  and  make  the  offering  of  expanded  product  lines 


Approved  by  Board  of  Directors 
The  Bankers  Roundtable 
March  1, 1995 
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Saf^uard*  In  BuJdng  Law  and  Sefnlatlaii— 
Protection  of  Banks,  Dcpoaiton  and  Taivayera 


Introduction 

L  Prevention  and  Overai^t  Authoritiea 

n.  Lending  Reatrictiona 

ni.  Enforcement  AuthoritieB 

IV.  Dealings  witfa  Affiliates 

V.  Crime*  and  Penalties 

VL  Protections  Insulating  the  Depoait  Insurance  System 

Vn.  Genera]  Rulemaking  Antbority 
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Introduction 

Federal  law  and  regulatioii  governing  the  baslnesa  of  banking  fbnues  on  enmiring 
that  our  private  sector  banking  industry  operate*  in  a  fashion  that  at  once  estendt 
credit  based  on  risk  evaluations  and  undertakes  to  do  so  in  the  safest  manner 
possible.  This  view  of  regulation  is  tied  ta  banking's  important  role  in  managing 
customer  monies  and  in  affecting  the  flow  and  cost  of  credit. 

As  users  of  financial  services  have  demanded  new  and  difTerent  products,  packaged 
and  offered  in  new  delivery  systems,  the  law  has  denied  the  finandal  syatem  and 
users  of  products  a  cost  effective  marketplace  that  insures  ongoing  stability  and 
safety.  Arbitrary  product  rules  and  corporate  structures  inhibit  user  access  and, 
despite  meritorious  goals,  actually  interfere  with  the  maintenance  of  safety  and 
soundness  by  hmiting  institutional  growth  and  diversity. 

Lawmakers  may  expand  bank  product  and  services-  directly  and  through 
afGliation  with  nonbanking  firms"  and,  at  the  same  time,  be  assured  of  continued 
protection  of  the  public,  the  taxpayers  and  the  marketplace. 

While  the  marketplace  provides  many  safeguards,  Congress  has  erected  a  legal  and 
regulatory  structure  (some  of  which  may  not  have  continued  validly)  that  insulates 
banks  and  the  taxpayer  and  contains  strong  regulatory  tools  to  prevent  abuse. 
The  laws  and  regulations  summarized  here  support  the  reality  that  modernisation 
of  the  taw  can  be  undertaken  in  coniidence  against  a  backdrop  of  a  comprehensive 
legal  regime. 

Clearly  what  is  needed  is  affunuative  legislation,  spurring  new  products  for  users 
ofTered  in  a  safe  and  sound  manner.  IIub  may  be  accomplished  by  looking  beyond 
the  current  foundation  to  a  system  of  incentive-based  regulation  for  well  managed, 
strongly  capitalized  and  efficient  institutions. 

What  follows  is  abriefsummationof  a  number  of  the  safeguards  that  exist  to  deter 
and  punish  undesired  behavior. 
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I.  Prevention  and  Oven^t 


A.  Ezaminktion* 

I.  S«U review.  Regulator  nquiie  in 
■nd  Eubmit  "Call  Report*'  or  reporti  of  conditioa.  Hiaw  rapoit*  co 
buiinCM  liDM  >nd  buiineu  praeticaa. 


B.  Application  and  ^proval  Requiromanta 

1.  RcKuIatory  Overaight.  lite  Office  of  the  Comptnillar  of  tha  Cmrax?  requirai 
prior  notice  and  opportunit;  to  disapprove  acttvitiee  to  be  oondocted  in  natieoaj  bank 
subsidiaries.  Furihermore,  the  OCC  ewmlnee  the  eobejdiaiy  and  m^'  take  enfarcament 
action  or  order  the  Icnnination  of  any  aetmty  that  endancara  the  aafi)^  and  aonndnesi  of 
the  bank.  Hie  Bank  Holding  Company  Act  requiraa  the  Federal  Reaem  Board  to  laview 
and  approve  each  applicatian  to  perlbim  a  nnnhanhing  activi^  12  USC  IBOCcXB). 

2.  Inatitulional  Cbangea.  The  Change  in  Bank  Control  Act  requires  aped£c 
filings  and  (indings  regarding  individoaU  or  emnpanies  invohred  in  acquiring  o'  overseeing 
a  banking  institution.  The  Bank  Merger  Act,  along  with  the  antitrust  laws,  provide  further 
limits  on  the  Requisition  of  a  banking  inslitation.  Hw  FDIC  may  disapprove  new  board 
members  end  Knior  officers  in  certain  litoationsi  12  USC  ISSli. 


C.  Capital  and  Bank  Strength 

1.  RestrictianB  on  Payment  (rflHvtdands.  Ifregulatcrsdetennine  that  some 
problem  exists  for  a  national  bank  and  that  the  bank  mv  he  nnable  to  manage  the  pnAlem 
without  stronger  Gnencet,  regulator*  may  reatrict  the  declaration  and  payment  of  dividends 
by  a  national  bank.  Banks  may  not  pay  dindaoda  out  oTcapital;  12  l^C  66.  A  bank  must 
receive  regulatoi?  approval  before  paying,  in  any  "I""'*"''  year,  dividends  iiiimiljiig  the 
total  of  the  year's  net  profits  combined  with  the  retained  net  pndta  of  the  preceding  two 
years  (less  any  required  tranafera  to  surplnsh  12  l^C  80.  Next,  r^ulatora  widd  the  power 
to  issue  'capital  directives*  that  direct  a  bank  to  irtmt  degree  or  whether  it  may  inne 
dividends  at  a  time  when  capital  needs  to  be  increased. 

2.  Capital  Plana.  If  a  bank's  capital  dropa  below  a  certain  level,  regulators  may  act 
to  require  a  bank  or  its  holding  company  to  develop  a  iJan  of  action  to  restore  capital  to 
higher  levels.  During  this  time,  bank  activities  are  strictly  controlled  or  curtailed. 
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3.  Riik  Bated  Capital.  Since  1983,  repilaton  have  developed  a  nga\Morj  idMma 

that  requires  capital  to  be  roaintained,  that  limits  aew  bank  activities  or  acquiutioiu  unlaa 
capital  ii  maintained  and  exceeded  and  that  ties  the  level  irf' capital  to  tb*  ^pe  of  bnainela 
in  which  the  bank  engagcB;  12  USC  3907.  niii  encourages  safer  investments  and  reinlbrcai 
the  idea  that  only  itrong,  well  managed  instjtutions  that  can  raise  higher  capital  ma^ 
engage  in  new  business  ventures  or  acquisitions. 

D.  Lending  Limitations 

1.  Individual  Borrowers.  Topreventconcentrationoflendingaswellasabuaaaf 
lending,  banks  are  tiniited  in  their  lending  to  a  single  borrower,  using  an  aggr^ation 
method  that  prevents  avoidance.  For  example,  the  National  Bank  Act  limits  extensions  of 
credit  by  a  national  bank  to  any  single  borrower  to  15  percent  of  capital  and  surplus,  12 
USC  84;  loans  secured  by  readily  marketable  collateral  are  permitted  up  to  an  additional  10 

2.  Officers,  Directors,  and  SharehDlders.  To  prevent  internal  lending  abuse, 
additional  rules  govern  loans  to  Insiders.'  For  example.  Sections  22(g)  and  (h)  of  the 
Federal  Reserve  Act  restrict  credit  to  executive  ofGcers,  directors  and  principal  shareholders 
in  a  bank,  >  holding  company  or  afGliates;  12  USC  3TGb  &  37Gb.  Also,  credit  must  be 
extended  on  a  nonpreferential,  "arm's  length"  basis,  and  may  not  involve  more  than  the 
normal  form  of  repayment  or  exceed  the  individual  lending  limit  under  which  banks 
□perale;  12  USC  84.  Looni  are  allowed  only  up  to  a  limit  prescribed  by  the  regulator  with 
prior  approval  required  for  loons  of  a  certain  amount.  Section  106(b)  of  the  BankHidding 
Company  Amendments  Act  of  1970  establishes  similar  requirements  for  extensions  of  credit 
made  to  officers,  directors  end  principal  shareholders  of  coirespondent  banks;  12  USC  1972. 
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n.  LcndinK  Practice!  RcBtricUona 

A  major  concern  of  policy  maken  ii  that  lender*  deal  fairly  with  the  public  and  not  eontrot  a 
market  and  require  bomnven  to  purehaee  produeta  they  do  not  deiire.  This  ii  addreucd 
both  under  the  antitrust  lawi  and  ipedfic  bank  law. 

A.  Retail  BankinB  LawB 

Over  25  separate  lawi  govern  the  prcviaion  of  retail  banking  products,  Bovcming  (cneral 
buaineaa  practices,  such  ai  disclosures,  to  spedGc  laws  (or  specific  product*,  sudi  at  the  law 
governing  home  equity  loans.  Almost  all  contain  enfbrcament  legjnes,  with  significant 
penalties  for  violations  and  many  permit  private  rights  of  actiOD.  Regulators  have  enforced 

these  laws  vigorously. 

B.  Antl-Tying  Reitrletioni 

Banks  may  not  condition  sale  of  a  banking  product  on  the  purchase  of  another  product. 
Section  106of  the  Bank  Holding  Company  Amendments  Act  of  1970  generally  prohibits  a 
federally  insured  bank  from  providing  services  or  extending  credit  on  the  condition  that  a 
customer  obtain  an  additional  service  of  the  parent  holding  company  or  an  affiliate  (or 
refrain  from  obtaining  services  of «  bank  competitor);  12  USC  1S72.  Banks  may  package  or 
bundleproductsfor  sate,  but  may  not  require  purchase  of  products.  The  Act  provides 
injunctive  relief  and  treble  daroaget  as  remedies  for  the  injured  customer. 
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III.  Enforcement  Authoritie* 

Regulators  possMs  a  wide  Biray  of  «nforceiDcnt  tools  that  range  all  the  way  from  mfbnnal 
negotiationg  with  baaki  to  moving  to  aeizc  a  bank  or  remove  its  ability  to  ofTer  depoait 
:.  Following  are  several  key  r^ulatory  enforcement  tooli: 


A.  Ceaie  and  Deilat  Authority 

The  federal  bank  regulator!  have  cease  and  desist  authority  to  address  violations  oflaw  and 
unsafe  and  unsound  practices,  and  violations  of  any  law  or  regulation  by  banks  under  their 
supervision;  12  USC  1816.  This  authority  allows  agency  proceedings  requiring  any  bank  or 
bank  holding  company  (or  its  directors,  ofEcera,  employees,  or  agents)  to  cease  and  desiit 
from  unsafe  and  unsound  practices  or  violations  oflaw,  and  to  take  whatever  affirmative 
action  is  necessary  to  correct  the  conditions  resulting  &om  the  violations  or  practices. 

In  addition,  the  Board  may  require  the  termination  of  any  holding  company  activi^  la  ■ 
holding  company's  ownership  of  any  nonbanking  subsidiary  that  ia  judged  to  threaten  the 
safety,  soundness,  or  stability  of  the  holding  company's  banks;  12  USC  lS44(e).  The  OCC 
has  similar  suthority  to  terminate  activities  of  bank  operating  subsidiaries. 


B.  Civil  Money  Penalty  Authority 

Various  federal  Btatutei  give  federal  bank  regulatory  agencies  authority  to  aasess  dvil 
money  penalties  against  any  bank,  officer,  employee  or  agent  responsible  for  a  violation;  12 
USC  93,  504, 1816, 1826, 1847  &  1972.  In  addition,  the  Federal  Reserve  has  dvil  money 
penalty  authority  for  violations  of  the  Bank  Holding  Company  Act;  12  USC  1M7.  Violations 
of  Federal  Reserve  Act  Sections  23A  &  23B  and  other  statutes  which  restrict  transactions 
between  a  bank  and  its  afShates  are  generally  punishable  by  dvil  money  penalties  for  eadi 
day  during  which  the  violation  continues. 


C.  Removal  Authority 

Federal  bank  regulators  also  have  authority  to  suspend  or  remove  any  director  or  officer  of 
an  insured  bank  who  has  engaged  in  unsafe  and  unsound  banking  practices,  a  breach  of 
Hdudary  duty  or  a  violations  oflaw  which  results  in  loss  to  the  bank,  prejudice  to  depositor 
interests  or  insider  gain,  and  which  involve  personal  dishonesty  or,  a  willful  disregard  for 
the  bank;  12  USC  1818(e).  As  a  result  of  such  a  removal,  the  directors  and  officers  also  may 
be  prohibited  from  participating  in  the  affairs  of  any  other  insured  bank  without  the 
approval  of  the  appropriate  federal  regulator;  12  USC  ISlStJ), 

D.  Deposit  Insurance 

Deposit  insurance  is  critical  to  the  business  of  depository  institutions.  Ihe  FDIC  may  deny 
an  application  for  insurance  and  has  the  ability  to  terminate  insurance  at  an  inititution;  12 
USC  1818. 
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IV.  Dealing  with  AfniUte* 


A.  ExamlnattonB 

The  National  Bank  Act  authoriiet  th*  OCC  to  examine  a  nationBl  bank  and  the  tStJn  of  its 
ttfTiliatei  as  necessary  le  disclose  fully  the  relationship  and  the  effect  of  the  relationship 
upon  the  banlc;  12  USC  4B1.  Pimuant  to  the  Bank  Holding  Company  Act,  the  Federal 
Reserve  Board  is  authorized  to  conduct  examinations  of  the  holding  company  and  all 
subsidiaries  of  a  holding  company,  including  the  nonbanking  subsidiaries;  12  USC  1844.  In 
addition,  under  the  Federal  Reservs  Act,  the  Board  may  examine  al!  affiliates  of  a  stata 
member  bank;  12  USC  338.  Similar  authority  is  granted  to  the  FDIC  with  respect  to 
affiliates  of  insured  banks;  12  USC  1820(b).  Finally,  the  FDIC  has  stand  by,  "back  up' 
enforcement  authority  if  it  has  reason  to  believe  problems  exist  in  a  bank,  even  if  another 
r^ulator  has  examined  an  institution, 

B.  Investigatory  Powen 

The  federal  bank  regulators  have  investigator;  powers  that  extend  to  a  bank,  officers, 
directors  or  employees  or  agents  of  a  bank,  or  its  afGliates,  The  regulators  may  issue  a 
formal  order  of  investigation  which  extends  to  entities  or  persons  which  are  not  national 
banks  or  employees  of  national  banks. 

C.  Reporting  RequiremenU 

Nationalbanksmust  file  with  the  office  ofthe  Comptroller  ofthe  Currency  tour  times  a 
year,  reports  that  disclose  fully  the  relations  between  a  bank  and  its  affiliates;  12  USC  161. 
These  reports  must  be  verified  by  the  oath  of  each  affiliate's  president  or  other  designated 
ofGcer.  States  member  banks  must  file  identical  reports  with  the  Federal  Reserve  Board 
three  times  a  year;  12  USC  334.  Any  national  or  state  member  bank  that  fails  to  furnish 
the  required  reports  is  subject  to  a  penalty  for  each  day  the  violation  continue*. 

D.  Regulation  of  Financial  Transactions 

Section  23A  of  the  Federal  Reseve  Act  restricU  certain  transactions  between  banks  and 
their  afTiliates;  the  rule  has  been  applied  by  the  FDIC  to  banks  it  regulates;  12  USC  3Tlc  £ 
182S(j).  For  example,  collateral  requirements  are  set  at  100  to  130%  on  certain  credit 
transactions.  Also,  an  overall  cap^  a  percentage  of  bank  capital-  exists  on  covered 
tranaactions  with  afTiliates.  Section  23B  requires  covered  bank  transactions  with  afGliates 
tube  on  an  'arm's  length"  basis,  avoiding  disadvantaging  of  unaffiliated  firms;  12  USC 
3Tlc-l.  Section  23B  relates  to  securities  affiliates  as  the  section  was  proposed  as  part  of  a 
bill  granting  banks  new  aecuritiea  powers;  the  safeguard  became  law,  the  new  at 
authorities  did  not. 
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V.  Crimes  and  Penaltiu 


A.  Federal  Law*  Creating  Crlininal  Liability  for  Banking  Activities 

» involving  depontocy  institutiona  ai 


Bank  Bribery  Act,  12  USC  S213, 

Bank  Fraud  Act,  IS  USC  1344. 

Bank  Protediaa  Act,  12  USC  1881. 

Bank  Rabbeiy  Act,  18  USC  2213. 

Bank  Secrecy  Act,  PL  91-60S. 

Change  in  Bank  Control  Act,  12  USC  181T(i). 

Crime  Control  Act  of  1990,  PL  101-847. 

Federal  Deposit  Insurance  Corporation  Improvement  Act,  PL  102-242. 

Financial  Institutions  Reform,  Recovery  and  Enforcement  Act,  PL  101-73. 

Right  to  Financial  Privacy  Act,  PL  95-630. 


B.  Selected  Crime!  and  Regulatory  Autboritlei 

Lvil  and  ciimiiiBl  penalties. 

n-affiliated* 


4.  Convictions  for  criminal  offenses  involving  dishonesty  prevent  service  as  an  officer, 

director  or  employee  of  an  insured  institution,  including  being  banned  for  lift. 

5.  Forfeiture  of  property  is  provided  in  case*  of  taw  violation*. 

6.  Wiretap  authority  exists  for  bank  fraud  case*. 

7.  The  Justice  Department  has  a  financial  institutions  fraud  unit. 

8.  Enforcement  actions  against  banks  and  their  afSUates  are  disclosed  to  the  public. 
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VL  ProteclioD*  Inaulating  the  Deport  liwuraac*  Syateai 

With  crises  facing  lavinga  inititutioni  in  th«  mid  1980i  and  n  dMline  in  tha  rawrvei  of  the 
insurance  funds,  pratectionj  for  th«  dapoait  inaumnM  funds  and,  ultiinately,  the  taxpayer 
were  enhaci^.  Today,  thorough  insulation  of  the  deposit  tnaunmee  funds  and  their 
mandated  Gnandal  strength  provide  assurance  that  individual  bank  failures  will  not 
threaten  the  funds  with  dgniGeant  losses. 


1.  Bi*k  Baaed  Premluni  System.  In  1991,  the  FDIC  moved  to  a  risk  based 
premiuin  system  that  mirrois  to  a  degree  the  risk  based  capital  system.  Insurance 
premiums  are  assessed  on  Iba  level  of  risk  presented  to  the  insurance  funds.  Institutions 
with  higher  risk  pay  higher  premiuou;  lower  liik,  well  capitoliied  Srmi  pay  leu. 

2.  Risk  Baaed  Capital  Syatem.  Since  1983,  bank  regulator*  have  developed  a  risk 
based  capital  system.  By  re<iuiring  more  capital  for  those  financial  institution  MMts  that 
are  perceived  to  pose  greater  risks,  resulalars  insulate  the  institution  and  the  funds  frem 
losses.  Risk  based  premiums  and  capital  prevent  losses  by  steering  institutjona  to  lower 
risk  credits  as  well  as  insulate  the  deposit  insurance  Amda  by  insuring  that  capital  exiata 
and  premiums  are  paid  against  losses. 

B.  Protection  fmn  Losses 

1.  Fund  Reserve  Ratios.   Insurance  funds  are  required  to  maintain  a  minimum 
ratio  of  reserves  to  protect  against  tosses.  (The  current  1.2S%  reserve  ratio  is  considered  too 
high  by  meny  commentators,  in  light  of  actual  loss  experiences  and  additional  safeguards 
described  below.} 

2.  Early  Intervention;  ProDipt  Corrective  Action.    Instead  of  waiting  to  deal 
with  institutional  failures  when  all  assets  are  depleted,  regulators  must  act  early  to 
intervene  while  capital  remains  and  an  institution  may  be  salvaged.  This  may  avoid  a 
failure  and,  if  an  institution  fails,  minimiie  its  cost.  The  intervention  schedule  calls  fbr 
increasing  regulatory  action  tied  to  declining  capital;  12  USC  ISSloCe), 

If  damage  to  the  institution  appears  to  be  dire,  despite  regulatory  efforts,  regulators  are 
directed  to  move  promptly  to  limit  further  transactions,  force  divestiture  of  businesses  and 
even  to  dismiss  officers  and  direct«r«  and  sell  the  bank;  12  USC  1831o(f)-a)- 

Critically  undercapitalised  institutions  are  subject  to  swift  action  to  limit  their  issuance  of 
debt,  to  take  them  over  through  receivership  or  conservatorship  and  to  limit  their  business 
activities  until  they  can  be  recapitalised  or  sold;  12  USC  lS31o(h}. 
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3.  Least  Colt  ReKtlntloii.  The  law  favors  quick  and  deciiive  actioD  with  troubled 
banks,  avoiding  practices  by  the  FDIC  that  could  increaM  the  coat  to  the  funds  if  an 
institution  should  ultimately  fail.  He  FDIC  is  directed  to  employ  apedSed  dedaionmaking 
tools.  Generally,  once  certain  benchmarka  are  reached,  an  inatitution  must  be  closed  except 
in  situations  where  a  threat  to  the  system  would  be  created  by  a  failura.  EJven  saleaof  an 
institution  must  occur  with  the  least  involvement  by  the  FDIC,  Genei«Uy,  12  USC  1823(c). 

4.  Croia  Guarantees.  If  an  inttitution  that  is  comtaordy  controlled  with  other 
depositories  fails,  then  the  affiliated  bank*  must  contribute  to  the  FDIC  the  amount  of  its 
loss  or  anticipated  loss.  12  USC  ISlKe). 

5.  Capital  Plana.  Aa  bank  capital  declines,  regulators  are  authoriied  to  require 
onners  to  come  up  with  capital  plans  to  restore  capital  strength  to  an  institution;  12  USC 
1831o(eX2).  Capital  plans  are  subject  to  guarantees  by  holding  companies;  12  USC 
183Io(eX2KCHii). 

6.  Growth  Limitatlona.  Ifa  bank  is  in  an  undercapitalized  position,  regulators 
may  limits  its  asset  growth  and  limit  any  acquisitions  or  entering  of  new  lines  of  buainess; 

12USCl831o(e)(3>&M). 

7.  Depoiitor  Preference.  Aa  part  of  the  Omnibus  Budget  Reconciliation  Act  of 
1993,  a  new  system  for  handling  failed  bank  assets  was  created  that  greatly  enhanced  the 
protection  of  the  insurance  funds.  Hie  law  increases  the  return  to  the  government  over 
general  creditors  with  the  distribution  of  assets  placing  the  FDICs  claims  in  a  dearly  senior 
position,  12USC1821(dXlI>-  1116  likelihood  ofPDIC  losses  in  a  failing  bank  situation  are 
very  small,  especially  when  coupled  with  FDIC  action  under  the  early  intervention  rules 
when  capital  still  remains  in  the  institution. 

8.  Change  in  Bank  Control  Act.  Thia  law,  which  requires  prospective  owners  of 
banks  to  file  background  materials,  was  enhanced  in  1991  and  will  assist  in  avoiding 
unscrupulous  parties  entering  the  banking  business. 

9.  Limit  on  Risky  State  Bank  Actlvitiea.  In  1991,  insured  state  bank  activities, 
in  a  principal  capacity,  were  limited  to  those  permissible  to  insured  federal  banks.  The 
FDIC  may  permit  some  broader  activities  if  a  finding  is  made  that  the  activi^  creates  no 
threat  to  the  insurance  fund  and  the  institution  had  strong  capital. 


Vn.  General  Rulemaking  Authority 

Federal  banking  agencies  have  general  ndemaking  authority  that  may  be  used  to 
promulgate  new  regulations  or  amend  existing  regulations  as  Deeded  to  provide  appropriate 
safeguards  for  banks  and  their  customers;  for  example,  12  USC  93a. 
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Nr.  Chairman,  ay  n«B«  ia  Nallar  Kayar. 
Xoaoia  Fadarsl  Bavinga  Bank  which  ia  ' 
Virginia. 

Acacia  Fadaral,  a  Baabar  of  Tha  Acacia  Croup,  waa  chartarad  in  1985, 
and  ia  about  to  celebrate  it«  10th  anniversary   Acacia  Federal  ranks 
in  th*  top  quartite  of  thrifts  in  the  Hation  uith  assets  of  S4D0 
■illion.  Acacia  Federal  enploys  AS   persons   Acacia  Federal  s  parent 
conpany,  Acacia  Mutual  Life,  vas  chartered  by  a  special  Act  of 
congraaa  In  1B69.  Throughout  tha  125  years  o(  its  existence.  Acacia 
Hutual  has  anjoyad  a  well-earned  reputation  for  financial  atrangth  and 
atabillty,  prudent  investaent  practices  and  laadarahlp  in  tha 
inauranca  Induatry. 


Today  I  ajD  representing  Aaarica'a  Comounity  Bankers,  tha  national 
trade  asgociatlon  ioc   z.OOO  savings  and  coaaunlty  financial 
institutions  and  related  business  flras.  Tha  industry  has  aore  thi 
$1  trillion  in  assets  270  ooo  employees  and  i6,-ooo  offioos.  acb 

loenbers  have  diverse  business  strategies  based  on  consumer  financii 
services,  housing  tlnance  and  coiwnunity  deuelopoent. 

In  general,  ACB  strongly  suppor 
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acb  opposed  H.R.  IB's  proposed  repeal  of  the  unitary  holding  company 
option  for  many  reasons.  A  wide  variety  of  institutions  joined  our 
"Defend  Unitary  Activities  Coalition"  to  help  with  the  effort. 
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nia  rkvl**d  I*glal*Cion,  R.R.  1063,  proposa*  to  grandfsttMT  thos* 
unitary  holding  conpanlts  that  had  organizad  by  January  4,  1995.  tbla 
is  an  unacceptibla  alternatlva  to  nalntalnlng  existing  law. 

Ivo-tHlrdi  of  tha  industry  had  not  fomad  unitary  holding 
conpaniaa  by  that  data  and  would  loaa  an  laportant  buainaaa 
option  and  part  of  ttiair  franchlaa  vatua. 

Evan  tboaa  that  ar«  9rBr>df atharad  would  ba  hurt,  bacaua« 
aavinga  InstUutiona  would  losa  thalr  grandfatharad  status 
if  tbay  wara  sold  to  anotlwr  tira. 

Th«  unitary  prohibition  noaa  against  tbruat  of  tha  bill  and 
iapliaa  tnat  tnvre  is  Bonettiing  wrong  with  th*  activitlaa  wa 
ara  pursuing.  Nothing  could  b«  further  trM*  tha  facta. 

Defend  Unitary  Activities  Coalition 

Acacia  ia  juat  ona  axaapl*  of  the  firns  that  utlliia  tha  unitary 
holding  company  form,  or  th»t  plan  to  do  so  in  tha  future.  America's 
Connunity  Bankers  organized  a  nationwide  coalition  to  dsCind  unitary 
activities.   The  coalition  (las  twice  written  to  each  Heuber  of 
Congress  urging  them  to  maintain  tha  unitary  option.  These  letters, 
along  wltti  a  list  of  coalition  aambers,  are  attached  to  this 
tastlaony. 

Th*  Coalition  is  diverse,  including  Institutions  of  all  siias  Iroa 
coBBUnitieB  throughout  tha  country.  State  savings  Institution  and 
bankars  associations  have  Joined.  Ha-jor  institutions  are  rapraaanted, 
along  with  enaller  companies  located  in  atates  such  i»   Iowa,  Haw 
Jersey,  Kinnesota,  and  Pennsylvania.  Very  concerned  nembera  ara 
located  in  Hattiesburg,  Hiastssippi  and  Travelers  Rest,  South 
Carolina. 

Advantages  of  Unitary  Powera 

Sanking  and  CoBBaxoe 

Savings  institutions  have  affiliated  with  non-financial  firss  for 
decades.  Hlilie  Congress  has  enacted  legislation  salntaining  the 
Bsparation  of  banking  and  commerce  on  several  occasions  it  has  not 
sought  to  Holt  the  combination  ot  savings  institutlona  and  divefB* 
tirss.  The  Halted  co»»erclai  lending  powers  of  savings  institutions 
provides  anple  Justification  (or  this  approach.   Last  veeX  B   testioony 
by  Acting  OTS  Director  Jonathan  Flachter  before  this  Committee 
provided  an  excellent  account  of  the  legislative  history  of  thle  issue 
and  the  reasons  that  th*  unitary  holding  copany  provisions  should 
reiiain  In  place. 
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Savings  institutlona  have  very  circaaacrltMd  coaaarclal  landing 
authority  and  chey  may  only  affiliate  with  non>f inanclal  coaoanles  If 
thay  DBBt  B  strict  -qualified  thrift  lender  (ffn.)  taat."  That  test 
requires  then  to  specialize  in  the  delivery  of  hoiuing  credit.  This 
housing  connltBsnC  and  the  Halt  on  coBnercial  lendlnq  rCndVe  ths 
concern  that  a  savlnqa  Institution  controlled  by  diversified  holding 
coapany  vould  be  «bla  to  distort  the  llawu  of  oG^irclal  oradic  By 
dlBcrioinatlng  ^qalnst  the  competitors  of  its  affiliat**. 

The  concern  over  afliliation  with  comsrcial  fims  is  ovarstated  avan 
with  respect  to  conmerclal  banks,  qiven  the  Basslve  replace»er>t  of 
bank  landing  by  comncrcial  papar  and  corporate  debt  issuances.   Na 
know  thia  comnlttes  will  be  looking  at  this  issue  in  depth  it   it 
debates  K.X.  1062  and  RepceaenCatlva  Ba)cer's  legislation  that  vould 
permit  banXs  to  affiliate  with  coBaerclal  flrsa.  He  aubsit  that  the 
unitary  savlnga  and  loan  holding  conpany  Com  could  provide  a  aodel 
for  tha  futura;  it  should  not  be  circuascr ibed  by  a  prohibition  and 
linited  ^grandfather  clause. 

■If act  OB  conanBars 

An  outright  prohibition  on  unitary  activities,  such  a*  proposad  in 
H.R.  IB,  would  ham  consuaara.   It  would  deny  them  convenient  and 
compoCitiva  servicas  that  unitary  conpaniea  now  provide.   Many  unitary 
holding  companies  offar  one-«top  shopping  that  Is  particularly 
valuable  to  increasingly  busy  ■customers.   The  grandfather  provision  in 
U.K.    IMJ  would  deny  these  benefits  to  -additional  consuoers  throughout 
the  country.   Existing  unitary  holding  conpanies  would  also  ba 
reluctant  to  invest  core  resources  into  their  savings  Institution 
subEidiarleE  because  the  savings  institution  could  r   ' 
another  diversified  fir».   Thus,  ev       "  ' 
ba  lass  likely  to  grow  and  provide 

Acacia  Federal  otfara  its  Clients  a  wide  variety  of  banking  products 
and  services   Savings  vehicles  include  custom-designed  certificates 
of  deposit  with  maturity  options  from  so  days  to  5  years;  flexible 
noney  market  checking  -  with  check  writing  privileges  and  noney  market 
rates;  and  no-fee  IRAB.   All  Acacia  Federal  deposits  are  FOlC-insured 
up  to  SIOO.OOO   Acacia  Federal  also  offers  residential  mortgage 
loans,  including  fixed  and  adjustable  rate  first  trust  mortgages 
second  trust  loans  and  hoaa  equity  Unas  of  credit..   It  klao  off-ars 
autoDobila  loans,  unsacurad  credit  Unas,  and  secured  and  unsacurad 
personal  loans. 

These  aervlcas  are  easily  avallabla  to  cuatoaers  of  Acacia  Padaral's 
affiliates.   By  tha  ssbs  token  Acacia  Federal  customers  can  also 
obtain  servicGB  from  tha  holding  coapahy 

while  often  providing  the  advantages  of  ona-atop  shopping,  unitary 
holding  companies  and  thair  savings  institutions  aust  adhere  to  atrict 
anti-tying  limitations,   in  addition,  they  snist  follow  special 
procedures  to  ensure  that  custoaers  understand  the  differences  t 
insured  deposits  and  uninsured  products. 
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Smfaty  and  a«>uida*Ba  frotaatlon 

Acting  Dlrs-ctor  Fiachtar'B  testimony   outllnad  tha  ■xtsnalva  atatutory 
and  ragulatory  aofatv  and  soundnass  requirBnents  that  unitary  holding 

' —  — 1  Oi»ir  aavingi  inatitutlona  nuat  meat. 

I  mat  approva  any  holding  coapany  acqulaltlon; 

raport  ragutarly  to  OTS  on  a  wlda 


tranaactlona  batwaan  tha  holdini;  company  and  tha  aavlnga 
Inatltutlon  ara  subject  to  strict  statutory  raatrlctlona 
Including  arm's  length  pricing; 


OTS  Inposas  casa-spaclf Ic  raatrlctlona  whara  naadad. 


Support  tha  Induatry 

Tha  OTS  reports  that  no  systemic 

companiaa  have  infused  billions  of  caoital 

;  and  continue  to  do  mO-      our  holding   company,    the  Acscia 
Group,    has  provided  5l5  nillion   In  capital   to  Acacia   Federal.      Our 
commitment  to  NortJiorn  Virginia's  ■conSilmers  is  strorg ;  we  Bflintaln 
that  commitment  In  a  vay  that  would  not  tie  possible  without  holding 
CCPlpany  r£SoOrces.       For    example.    Acacia  Federa      S  Trust  Department 
earns  revenue  by  serving    as   custodian  for  another  affiliate  s   IRA 
accounts.      Acacia  Group   advertising  henefits  Acacia  Federal  by 
featuring  us   in  most  advertisements  and  sales  materials       Tnase,   along 
with  joint  Darketing  afforta  I  described  earlier,   are  but  d  feu 
axanplea  of  how  Acacia  Federal  benefits  Iron  our  parent  company's 

Aa  Acting  Director  Flachtar'e  testinony  pointed  out,   divarsifled 

alao  offer   managerial    and   operational  support  for  eevlnga 
.tutione.      In  our  case,    Aeocia    Federal    was  foraad  de   novo  by  our 
,ng  company  which  provided  substantial   assistance  during   the 
-up  phaas.      where  an  existing  savings  institution  Is  acquired,   a 
ig  company  can  provide  additional  nanageria     depth  and   the 
liae  to  offer  n«w  products  to  consumers       Acacia  Mutual  s  Human 
Resources  Department  provides  human  rasouree   support   and  benefits 
administration   to  Acacia  Federal,    thereby   enabling  ficacio  Federal  to 
avoid   salary   and   related  expenses.      Acacia  Mutual's  Tax   Department 
alao  provides  support  by  preparing  and  filing  federai  and  state  Incoae 
tax  returns,    again,   enabling  ue  to  evoid  a  considerable  expense. 
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This  is  the  Wrong  "Hine  to  Damage  Saviqp  tiwritnti'nrw 

Th«  priasry  problaa  -that  the  Skit  aegaent  a 

proj«ct«d  20  basis  point  disparity  betwDen  

Savings  Association   Insuranca   Fund  prmluHB  and  tha  auf  Eocating 
coap*titlva  disadvantaga  this  will  angender-     I  know  that  Issua  is  n 
tbs  subjact   of   today's   hearings,    and  we  look  forward  to  prcsantlng 
datsllad  tcstinony  later  this  aonch.      (Attached  to  this  teetisony  is 
BOBB  additional   aaterial   di)  the  preaiua  disparity.)      Hovavsr,    it   is 
Isportant  to  point  out  that  llalting  the  unitary  holding  coo^iBiiy 
option  Hould  put  Bubatantlal  aconoalc  pressure  on  the  industry  at  tb 
saae  tlsa   it  is  facing  ■  dangarous  prssilua  disparity. 

Further  earnlnga  pressure  coses  froa  the  govemaent -sponsored 
secondary  market  enterprises,   Pannla  Has  and  Preddle  Mac.     Tbair 
ability  to  raisa  funds  at  near-Treasury  rates  has  narrowad  tha 
interest  SSC^lns  on  conventional,    fixed-rate  nortqagec,   a  aajor 
product  M  our  inetitutiona 

Unitary  holding  companies  have  baan  an  iaportant  prlvata-sactor 

of  strength  for  our   industry  that  helps  us  dsal  with  "■' 

Ha  urge  you  to  kaap  i;hat  option  in  placa. 

Grandfatherine  h  No  Solution 

Grandfathering  existing  unitary  holding  coapanles  is  not  an  acceptable 
solution.     Ho  one  has  provided  any  evidence  that  the  unitary  holding 
oonpany   foniaC  has    led  Co  any  probleas   for  savings    institutions,    their 
customers,    or  the  government.      Sharply   limiting  the  unitary  option  — 
as  provided   in  K.R.    1062    ~   flies   In   the   face  of   the  current  effort  to 
modernize  the   financial   system.     Chairman  Greenspan  told  this 
Connlttee  last  weeX  that  he  has  no  Dhilosoohical   problea  with  the 
conhiriBtion  of  banking  and  comaerce,   but  felt,  that  it  would  be  better 
to  gain  experience  before  taking  that  steti.     Congress  should  naintaln 
the  unitary  option  for  savings  institutions,  allowing  tha  ragulatora 
to  continue  to  gain   relevant  experience    in  tbla  area. 

Hs   note  that  the  Comniittee  also  has  before  it  legislation  introducad 
by  Representative  Baker  that  would  permit  banks  to  affiliate  vith 
conmercial    firms.      That  approach  leaves  the  unitary  savings  and   loan 
holding  COapany  option  In  placa,   a  result  uucti  more  in  keeping  with 
the  general  tenor  of  H.R.    1062.      Even  the  Administration,   which 
reconunenda  naintaining  the  separation  of  banking  and  coamerce, 
recommends  leaving  tha  unitary  holding  company   law   in  place.     Treasury 
secretary  Rubin's  testimony  last  we-eX  Stated  that,    "On  balance,   we 
believe  the  unitary  thrift  holding  company  exemption  represents   sound 
policy  and  should  not  ba  changsd,   with  the  one  proviso  that  coanercial 

(P-    28) 
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It  would  be  truly  Ironic  If  CongresB  effectively  dlaniBntlad  ths 
unitary  holding  conpany  option  in  Chle  legislation,  only  to  comm   back 
B  rev  yasrs  latar  and  reinitata  it.   That  would  laad  to  the  traaandoua 
financial  disruption  deaciibed  in  our  tcitlmony  and  Barioualy 
undarsina  the  cradiblllty  of  tha  OVarall  refora  effort. 

Grandtatharing  also  suqqeits  that  tbara  i»   aDBathln9  inproper  with  tha 
unitary  option  and  Uioaa  who  have  uaad  it.  Naithar  tha  OTS  nor  any 
«thar  govamnsnt  agancy  that  haa  addraaaed  the  isaue  bellevea  that  to 
ba  tha  caaa.  And,  aa  our  taatinony  denon at rates,  unitary  hotding 
coapanias  can  conaldarably  atrangthen  tha  depository  aubaidiary.  Kany 
eoBpani«a  have  relied  on  the  lav  to  pursue  legitisate  buslneaa 
intaraats  for  decades.   Congress  has  had  uany  opportunities  to  change 
tha  law  over  ttiia  pariod  and  has  not  taken  theo.   In  short,  unitary 
bolding  coapanies  have  done  nothing  wrong  and  should  not  ba  punished. 

flranaratbarlng  Hurts  tba  Katlra  industry 

Grandfathering  hurts  all  savings  InetitutlonB,  whethar  or  not  they 
have  adopted  the  unitary  holding  coopany  format   Two-thirds  of  all 
savings  Institutions  have  not  fomed  unitary  holding  companies. 
Maintaininq  the  unitary  option  is  important  to  their  future  Viability. 
A.S  the  Financial  sarwiceB  indu*trv  «volve8,  even  aaaller  institutions 
will  have  to  diversify  to  reniidn  competitive.  The  unitary  holding 
company  is  an  important  way  for  savings  institutions  to  naintaln  and 
increaso  their  ability  to  serve  their  cownunities.   It  ia  iaportant  to 
Tiota  that  a   Bir-lnsured  saving*  bank  nay  bscone  a  aubsidiary  of  a 
unitary  bolding  coupany  if  it  adhere*  to  the  qualified  thrift  lender 
test. 

d  ba  badly  daaagad  by  K.R.  1062, 

vBij  iioiiui-uii.  oaviiigs  institutions  to  tfteit  holding 
coapanies.   simply  put,  the  grandfather  status  laota  only  SO  long  aa 
the  original  owner    as  of  January  4  1995    maintains  control 
Several  conpanies  have  acquired  savings  inetltutions  in  the  past, 
provided  substantial  capital  and  later  decided  to  divest  themselves. 
This  IS  often  done  in  a  dynamic  economy  as  cOAipbhies  enter  and  exit 
lines  of  business  because  of  changes  in  corporate  Strategy  and 
cohBuaer  demand.   The  grandfather  provision  in  H  R  1062  would  aaka 
this  dynamic  process  much,  much  harder.   A  diversified  coopahy  is 
completely  prohibited  from  buying  e  savings  aasoclatior ,  whether  or 
not  it  is  "grandfathered." 

aarkat  for  all  savings 
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Aaarica's  Ccnaunlty  Bankuv  uid  tha  Dafuid  Unitary  Aetivltiaa 
Coalition  strongly  urg*  thia  Co^aittaa  to  aliainata  tha  pravlaiona  in 
H.K.  10C2  that  would  sarioualy  undarmin*  tha  ability  o(  aavinga 
institutions  to  afflliat*  with  dlvarsifiad  co^ianiaa.  Ko  ona  has 
sdvancad  any  coapalling  public  policy  argi— nta  for  dianging  long- 
atanding  congrasaional  policy  that  pandta  tbasa  affiliationa.   In 
tact,  thasa  affiliations  hava  substantially  atrangtbanad  our  indvwtry. 
Thay  ahould  ba  a  baacon  for  tha  Ceoaittaa,  not  tnrnad  into  a  financial 
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DEFEND  UNITARY  ACTlVn'US  COALHION 

February  23,  199S 


Speaker  Newt  Gingrich 
U.S.  Hoiue  of  Rqiraentatives 
H230  U.S.  Cifatol  BuildinB 
Washington,  DC  203 15 

Dear  Speaker  Gingrich: 

Last  week,  we  sent  you  a  letter  urging  your  opposition  to  a  provision  in  H.R.  18,  the 
Financial  Services  Compeliliveness  Act,  which  would  eliminate  valtiable  business 
tqiportuniiies  for  some  2,000  savings  insbtutions.  Sitice  then,  a  number  of  institutions  have 
joined  the  Coalition  and  asked  lo  have  their  names  added  to  tlie  letter.   Enclosed  is  a  copy  of 
the  Coalition  letter  along  with  a  supplemental  list  of  new  members. 

The  Coalition  wishes  to  reiterate  its  vigorous  opposition  to  the  provision  in  H.R.  18  which 
would  strike  the  ability  of  savings  institutions  to  engage  in  other  lines  of  business.  We  have 
heard  proposals  to  modify  the  provision,  such  as  imposing  new  capital  or  regulatory 
lequiiemenu  thai  would  discriminate  against  our  institutions.  We  have  also  heard  that  the 
bill  may  retain  the  prohibition,  but  grand&ther  institutions  already  engaged  in  broader 
activttiei. 

The  Coalition  ojqxjses  these  kinds  of  partial  measures  and  urges  that  the  provision  be 
completely  etiininaied.  Discriminatory  capital  or  regulaioty  requirements  are  not  justified  by 
any  public  policy  considerations.   Grandfathering  would  unfairly  disadvantage  unitary 
holding  companies  that  plan  to  undenake  activities  in  the  future,  as  well  as  savings 
institutions  thai  have  not  yet  adopted  the  holding  company  formal.   Any  of  these 
modifications  would  substantially  harm  the  savings  institutions  at  the  same  time  that  those 
insured  by  the  FDIC's  Savings  Associatitm  Insurance  Fund  will  be  required  to  pay  hz  mote 
for  Federal  Deposit  Insurance  than  Bank  Insurance  Fund  iiKrobers. 

Again,  please  do  what  you  can  to  completely  eliminate  the  unitary  activities  prohibition  in 
H.R.  18. 

Defend  Unitaiy  Activities  Coalition 
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H  Aa  (HJL  IS)  Boild  iqoi  *e  lot  — 
K  2,000  j"*"^!™.  iBd>«t  AoK  Am  aK  *c  atet 


noe  Ihit  the  Daiaiy  boldint  t'y  oicioa  a  milable  K>  iD  mini  "■iliiM»»i.  *ked 
by  die  FDIC'i  Bmk  bsnnce  hud  or  Sannts  AmociMice  Inaiunca  Fad,  Am  ■eel  A 
oriemed  qialifiB]  thiifi  Id^  kal.  TIk  laa  ef  Mxas  n  c^jol  m^mld  be  iMilkaluly  A 
SA!F-in:  


Tliis  KK  prohibiliao  atainfi  nmoiy  acnvibct  maid  ■at  ictvc  «iy  poUk  polkj  MEna  aid  sorid 
hnni  nmsumen  by  denyioc  diem  compoidve  Kmst.    Euaine  ti»  fiilly  pnKcu  the  nfelir  md 
soundneu  of  FDIC-innired  inslilinioin  and  miiui^  holding  a>ni]»iucs  tove  irainniMd  dK  fimneal 
hcaJth  of  FDIC-insuroS  affUiales.    In  fact,  diversirioj  comiaius  have  infiucd  bJUioiB  df  cafmnl  inio 
avingt  inaiiuiions  and  coniinue  id  do  lO.    PIcue  Tcvin>  the  cnclosn)  papei  Ihat  expands  on  dtese 


Amenca's  Communily  Banken.  900  19ih  SuccL  Suile  400.  Washingun.  D.C. 

Alabama  League  of  Savings  Inmiuooiu 

Califtffnu  League  of  Savingi  liudnitioDS 

Nindi  Wild  Savings  Bank,  FSB.  VS^mingtoo,  DE 

Pnjdeniia]  S&L.  AiUnta.  Georgia 
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Defiead  Unituy  Acdvidcs  CoalitinB 

PdHUuy  le,  1995 

Pve2 


AnKcietii  Savini)  Bank,  FSB,  Honolulu,  Hiwaii 
miooii  LevK  of  Financikl  In 


IndiiDi  Lcigue  of  Stvinj*  lutiuticai.  Inc. 

lowi  Ldgue  of  Sivinis  Intdtulioiu 

Citizeni  Federal  Sivingi  Bank,  Davenport,  Iowa 

Kfidland  Savings  Bank.  FSB,  Dei  Mwnei,  Iowa  (a  Subiidiaiy  of 

American  Mutual  Life  Insurance  Company,  DCS  Moinet,  Iowa) 

MidwcK  Heriiage  Bank,  FSB.  Charium,  Iowa  (a  Subndiiiy  of 

Ky-Vee  Food  Siom.  Inc.) 


Kentucky  League  of  Saving)  Institutions,  Inc. 
Louisiana  League  of  Savings  Intiitulions 
Maryland  League  of  Financial  Institutions 


Michigan  League  of  Savings  Institutions 

Minnesota  League  of  Savings  &  Community  Bankers 

Community  Federal  Savings  &  Loan  Assn..  Little  Falls,  Minnesota 

First  State  Federal.  FSB,  Hutchinson.  Minnesota 

Magnolia  Federal  Bank  (or  Savings.  Hattiesburg.  Mississippi 

Missouri  League  of  Savings  Institutions 

Heartland  Savings  Bank,  FSB.  St.  Louit,  Missouri 

nr  Financial  Corp.,  St.  LouiS.  Missouri 

New  Jersey  Savings  League 
First  Savings  Bank  of  Little  Falls,  FSB.  Little  Falls.  New  Jersey 

First  Savings  Bank.  S,L,A,,  Penh  Amboy.  New  Jersey 
First  Financial  Savings  Bank,  S.L,A,.  Woodbridge,  New  Jersey 

Bankers  Association  of  New  York  Stale 
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Texu  Sivinfs  A  Communiqr  BMken  Ana. 


Wuhinpon  Savingi  Lagat 
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INEFEND  VNTTAKY  ACITVITIES  COAUncm 


Cddcbh  over  die  eooUulkm  of  *bmklii|'  lod  ionuB«fct  -  dut  dipoiltor}  In 
with  conuncrcii]  flntit  muM  diiaimbiiu  atiiui  coaqMhon  -  li  ovttioui.    Sninp  liubtutio 
hive  vs^  luniud  comnmcUi  lending  tutbority,  md  they  iniy  only  iffULitfl  witfa  non-finvidll 
compvues  if  ihey  meet  ■  nrlcl  'qiulified  OiriA  lender  (QTl.}  tw.'   ThK  requirat  Aen  lo  devnt 


The  prohlMUon  win  hum  csanovt. 

Coniumert  in  camnMnttiei  dmnifboui  Ac  country  enjoy  the  canveniei 

diese  companies  provide.   Miny  ofTer  one-imp  ihoppingdiu  is  pulicululy  vi 

busy  nisiooien.   SplktinflbtH  compnici  ipan  would  end  many  of  [htu  cunomci  relaionships. ' 


The  law  already  pnMecu  a 


[Httniricd  coRipaniB  hiTt  put  U  lions  of  cajrital  inlo  savinp  In 


ie  managcmeni  and  financial  strengdi 


AITiliiiB]  companica  have  sought  lo  fully  proien  the  financial  health  of  Merilly  imurad  lavingi 
iiuiinitions.  They  have  remained  well-capiiiliud.   Tliis  provides  an  ana  msaiure  of  Financial  safely 
lo  proieci  ihe  FDIC  and  die  oipayen.  The  (ovemmem  should  aoi  impose  forced  divcsiilure  on  these 
rapaniible  cotpome  ddzcni. 

puiies  of  ill  site  wovid  have  to  divsl  ■(  llre^ilc  pricv. 


■  would  dirow  many  inititulions  of  all  siiei  on  the  audioB 
block  ai  the  iime  ume.  Rttponible  holding  conptnlet  and  dieu-  individuiJ  sharefaolden  would  kat 
tremendous  amount!.  ^kcuIboh  would  ge(  i  windfall . 

All  unitary  holding  corapames  would  lose  important  bosinns  options.  Cipital  would  flee  sivii«s 
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Mornn  County  Fttfenl  S&L  Aun.,  Ft,  Morgan,  Colondo 

Euex  Sivingi  Bank,  Euex,  Connectieut 

Liberty  Bank,  Middldown,  Connecticut 

The  New  Haven  Sivingi  Bank,  New  Haven,  Connecticut 


la  City,  Florida 
Clayton  County  Federal  SAL  Aun. ,  Joneiboro,  Georgia 
Cidieni  Savings  Bank,  FSB,  Noimal,  niinoii 

Indiana 


East  Botlon  Savingt  Bank,  East  Boston  MauMhuiettt 
FoKboro Fedeial  S&LAun.,  Foxboro,  h~ 

Stoneham  Savings  Bank,  Stoneham,  f 


Nebraska  League  of  Savings  Inttilutions 

Community  Bankers  Association  of  North  Carolina 

Home  Federal  S&L,  Charlotte,  North  Ciroliwi 

Macon  Savings  Bank,  SSB,  Ftanklin,  North  Carolina 

First  Federal  S&L  Assn.  of  Lincolnton,  Lincolnton,  Noilh  Carolina 

Mooresville  Savings  Bank,  SSB.  Mooresville.  North  Carolina 
Home  Savings  Bank  of  Siler  City.  SSB,  Siler  Cily,  North  Carolina 

Germanlown  Federal  Savings  Bank.  Germantown.  Ohio 

Iron  Workers  Savings  Bank,  Aston,  Pennsylvania 

Bridgeville  Savings  Bank,  Bridgeville.  Pennsylvania 

Charleroi  Federal  Savings  Bank,  Charlercn.  Pennsylvania 

Corry  Savings  Bank,  Cony,  Pennsylvania 

Firii  Federal  S&L,  Hatleion,  Pennsylvania 

Abington  Savings  Bank,  JcnkinI 


Third  Federal  Savings  Bank.  Newtown,  Pennsytvania 

United  Savings  Bank,  Philadelphia,  Pennsylvania 

Woridngmcn's  Savings  Bank,  FSB,  Pittsburgh,  Pennsylvai 

East  Stroudsbury  Savings  Assn.,  Sinnidsburg,  Pcnnsylvar 

MLF  Bancorp,  Inc.,  Villanova,  Pennsylvania 
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Much},  1993 


A^ttlnii  B*n1»n  Anodidon 

Hiitull  Savinp  Bnk,  FSB,  DlnviUe,  ^%giIlit 

Wtdiintkm  Federal  Stvingi  Bank,  Herndoa,  virflaii 

Fiddily  FedenI  Sivinp  Bank,  Ridimond,  Vii|mii 

SWVA  BuicShuei,  Inc.,  Roanoke,  Vu|imi 

Beddey  Fedenl  Savinp  Bank,  Bccldey,  Wen  Viipnh 

Ta-Canat!/  Fcdenl  Savingt  Bank,  TOningtoa,  1 
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OH  GAO  REPORT  ON  BIP-SAIP  PREMIUM  DIFFERENTIAL 

This  !■  a  conplax  rsport  about  a  conplvx  topic.   But  it 
nalcas  ona  thing  parfactly  claar.   Talcing  no  action  ia  not  an 
option,  our  goal  Bust  ba  to  avoid  any  uaa  of  taxpayar  funds  nov 
or  in  tha  futura,  and  to  achtava  that  goal  wa  miat  act. 

This  raport  nakaa  it  claar  that  tha  praalua  dlffarantlal, 
couplad  with  tha  anomoua  burdan  inposad  by  tha  FXCO  bond 
obligation,  could  place  thrift*  St  a  significant  compatitiva 
disadvantaga ,  hanparlng  tha  Induatry's  racovary.  Ha  cannot 
afford  to  taka  tha  riaks  of  a  thinly  capltalizad  fund,  a 
substantial  daclina  in  the  depoalt  base,  or  en  Inability  of  tha 
industry  to  raise  capital  that  the  report  aniphasilas  ara  vary 
real.   The  industry  will  not  stand  atlll  in  the  face  of  a  serious 
conpatitive  disadvantage,  aa  today's  announcassnt  that  sraac 
Hestarn  will  aeek  a  bank  charter  polnta  out. 

Tha  FDIC  and  the  Administration  nuat  aova  quickly  to 
recognize  the  seriousness  of  this  problea  and  rscosnend 
solutions.   While  pralininary  efforts  are  undarvay,  I  baliava  it 
is  critical  that  they  nova  quickly.  Otherviaa  tha  Congress  will 
ba  required  to  proceed  independently ,  I  would  hope  on  a 
bipartisan  basis,  to  address  tha  problea  without  banatit  of 
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NEWS 


p-AMATO.  lAFALCK  SAY  G^p  JfT^KT  SHOWS  RISKS  TO  THMFT  PTOPSTOY 


WASHINGTON-  U.S.  Seutor  AUboe  M.  EfAmUo  (R-NY)  md  ConBrtumm  Joha  J.  Ld^ilci  (D- 
NY-29)  lod^amouncedlbeEiKSiigi  oft  GoMnl  AccQimiiig  OfBee  (OAO)  tnilyni  wfaidi  tbcg'  iqi 
ihswi  thu  ibe  poUntii]  cBipnity  b  the  rr'"""  picmiuiiu  b«twMn  bmki  ind  thiifti  pom 
nJiiUndil  [Uo  to  Oe  Ihiift  bidumy  ind  lo  tnpiyen   The  liwnukcn  uid  IliK  Caa^rBn  md  Ihe 


'lmiconanwddKmadi(rttrifimaiiilocn>i]g<>>U>'!>c>ii<n>i'  uidD'Amno,  Chiitmm 
oTdK  Semte  Bmldni  Committee.  *Tfau  paia  u  csmooui  devdopmem  fhr  tbe  Ametion  ttx])qra' 
if  CongiBi  it  Dtn  ibic  to  coma  Ihb  potemii]  ptobLon.' 

InstiluIioDS,  Doled  (htt:  TIbi  ii  a  coiqilex  rqxirt  iboul  i  complex  topk.  But  h  nuka  one  Ihiiig 
perfectty  dev.  Tildog  no  action  i>  not  u  opdin.  Our  goal  muit  be  to  avoid  any  um  of  Oxpayir 
fundi  now  or  bi  tbe  finun,  md  lo  achieve  thai  goal  weomn  act.' 

In  lime  1994,  Smaloi  CAmalo  and  Conpennm  LaFalce  requeued  thai  the  GAO  aoalyn 
die  iiiues  lelalcd  to  tbe  Bank  Luunnce  Fund  (BIF)  and  the  Sivingi  Asiociidon  Inturance  Fund 
(SAJF) 

"We  mua  pnxeci  Ameiicm  taxpayer!  nto  have  already  pouied  S150  Binion  imo  Ibeatvingi 
and  loan  rescue,'  D'Amalo  nid.  The  lafety  and  Bundneai  of  ihe  iniurmce  fimdi  for  binki  and 

Yesterday,  ooe  of  Ihe  aa 


L^aJce  said. 

A  copy  of  Ihe  npott  and  Ab  leite*  requMdng  it  are  attached. 
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:\mcrlca's  Communltv  Bankers 

CONGRESS  NEEDS  TO  PREVENT  A  RIF/SAIF  PREhOUM  DISPARrrV 


mtatnnd  by  dw  SrrtDfi  Ai 


mU-l9Kk.  tbt  thrift  biimtty  wn  criddnd  tor  dm  lb 
SAL  crUb.  Now,  10  y«      ' 
qdcUy  whfa  Dili  proUtoi 


nWllSttvHIri. 


Fond  (BIF)  ud  It*  Sn>in|i  AiwdKloa  iBurtaee  Pond  (SAIF)  now 
II  pet  tlOO)  fin  dqKxh  Inunncc.  In  IWS  BIF  ^mnma  wOl  libtj 
1  Id  nMutory  Btin  of  1.25  pcretol  of  lanind  dqxHtli.  The  FDIC 
\ba  BIF  membai'  nut  Ul  to  n  ivmit  of  4  J  bBi)  poimi  hi  1995  -  n  S3  percent  decmu 
imtftntioni  wOl  cominie  to  piy  24.5  ball  pointi  throui^  2003.  Tlia  ii  die  etriies  due  SAIF 


SAIF  Mmihm  rnnld  Hivt  RtoitmilMj  The  Fund 

If  SAIF  premiums  bid  been  uied  mloly  fOi  dtpoiii  iuunna  uvinp  Inttinitioiii  could  have  aplnliud  ita 
hind  by  1994.   SAIF  bu  hllen  behind  beciUM  S7,4  blllioD  of  prenuunn  pdd  lincc  1919  wtre  diverted  to  \ 
Rooluiion  Tnut  Corpomion  (RTC)  *nd  reined  agencta  ind  uMd  lo  pay  intenct  on  30-yev  Financins 
Coiponllon  (F1C0)  bondi. 


FICO  paynients  consume  44  percent  of  SAIF'i  aiuiuiJ  ptoniun 
condiiioni,  SAIF  prcmlumi  mui[  lenuui  1 1  basil  points  faitbei 
RCO  interest. 

Tilt  Pfcmium  DitparilY  Will  Be  Ditniplive 

The  disparity  could  quickly  lead  id  serious  problcnu: 

•  choke  off  housioj  ud  eomuner  credit: 

•  create  a  new  universe  of  problem  institutioni: 

•  erode  die  strong  capital  base  built  by  sivings  instiluiioi 

•  require  that  tupaycn  again  pay  off  depositors. 

Hifher  premiums  are  like  a  bighcT  tax  rate  on  SAIF-insurid  in 
A^arlty  would  cost  u  much  as  an  additional  IS  percnit  tai, 
m^maln  ditir  coital— die  f)m  line  of  defense  fbr  die  FDIC  ar 


shingmn.  D.C.  2f>IIIH  •  TEL  (2021 SIT-JIOB'  FA.\f2alj  2*&4m 
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Sun  117.600  pMplc.  Tlicy  ipediliu  ia  home  flniDct  nd.  ■>  of  lune.  1994  beld  S473  bi 
loutt.  ptut  SITT  billion  In  monpie  MCuniia.  Woks  tootilutioiii  will  be  Isu  ibli  to  pr 


SAIF  menben  wlJI  dccmu  nfianct  on  SAIF  dcpoiia.  Ai  i  nmll.  SAIF'i  prtfoiuni  Inco 
I  m  ibatty  to  pcMca  dtimiKin  md  pi}  Oie  F1C0  intBan.  Tuquyn  oould  b< 
.  D«|iaiiun*oaldipiDliivelo  wonjiliouiAeufety  otanruvliip. 


U  fbr  111  BIF  ud  SAIF 


icctpi  ihelr  ODfoini  mponijbilily 


SAIF  ihircs  nCO  coSB  wMi  BIF  on  ■  pro  nu  buii. 

Eicess  RTC  hindi,  u  i  mininnim,  remain  ■viilible  in  in  amouni  lufTicienl  lo  cover  poremiii 
iniurmce  iiuid  knia  ii  SAIF-iniunil  iiuiiniiioni  idcmifiB]  by  iheii  pnmaiy  fslnil  rcguliior 
u  pioUem  inslinitioiu  u  ofDecernbet  31.  1997. 


Cnnfras  Strnuld  Aci  Now 

CongiBs  has  time— but  DOi  nnich  lime— io  ici.  Tike  ptemium  dlspaiiiy  will  become  i  reality  by  the  end  of 
1995  However,  ii  the  cipiul  market  level  institulions  are  (Imily  being  affected.  Their  customers  and 
communiiies  will  »>an  follow.  In  the  1980i.  many  in  Congress  eipicsseil  their  frutrition  with  the  indiwiy 
for  not  hiving  fbtewiroed  them  of  an  impending  problem.  Today  the  savings  inslitulion  industry  is  alening 
Gmgrus  to  a  problem  Ihat  is  bejinning  to  affect  the  industry  now  and  may  have  serious  economic 
consequences  in  die  nni  4-5  yean  Congress  should  take  early  action  to  reassure  insurad  insthinioni.  die 
oiaikets.  and— most  imponanUy— dqniiton  and  taxpayers  that  il  will  maintain  a  Stable  financid  synem. 
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'nir Iiiiiiiiii  lilr  rnii nr  fl filiii  iiiii  liininrr  iliw  ITTTft  iiffliri  imliiii  ilili  mil  iiiiiiliij 

iB(Rltiu217.fiOOpea|«i.  -nqr  vmUIm  In  homcfiiaaDeMd,  ueflnae,  19H  hddSCTl  tiDknli 
monpie  lonu,  ptiu  SITT  Utlkn  to  raott(i|c  HciniiiB.  Wote  hiBiiiiikni  wiD  be  hn  Mk  w 
ptovidc  (hoc  viliBble  Ktvko. 

SAIF  memben  wO  dcenue  idlnee  so  SAIF  d^oiHi.  Ai  t  laok,  SAIFi  pfcodum  iiccMnc  wOl 
ID.  nndennmbii  in  ■UUiy  n  pmcet  dcpotiwi  Md  pqr  FICO  taneoL  Tuimyta  sodd  be  ited  M 

.nikt  Dp  the  tbntftll.  DqxsitEn  muld  igiin  bnc  M  wary  ibcnii  die  nftty  of  Ibdr  nvin|i. 

Q.  Doon't  ttK  FDIC  bwin  d^oiiti  tai  lU  bmki  nd  nvinp  inaJOMieM;  whn'i  tbii  iboM  tm  fiadlT 

A.  In  19B9  Centms  pve  Ibe  FDIC  dcynit  iofunnce  mpconbiliqi  Ibr  Bviap  butHutiaw.  But  in  mill 
df  limply  Esablufaini  A  dftflc  hod  br  iU  FDIC-iu&red  iuthutioitt^  Caogtvn  oabluhed  i  new 
StHiap  Auodiiiaa  lumncc  Fund  (SAIF]  md  nnanied  the  ori^ral  FDIC  fund  the  Buk  Imuiaace 
Fund  (BIF). 

Q.  Why  didn't  OnpEUcicuEjunaae  fund? 


Tie  Ticuury  Dqartmem  kaned  S13  triUkiD  to  BIF,  nnoe  iqoid,  u  mintiiii  in  liquidiQ. 

.  Why  ii  BIF  now  n  much  nn»|er  Ihu  SAIF? 

.   The  eGonomic  ncoveq'  nd  lows  fanenK  ma  hive  led  to  hifher  profili  end  (cwb  bilmEt  fijr  BIF 
md  SAIF  memben  ilUce.   BIF  hu  boiEfited  more  tbin  SAIF.  homvei.  nncc  in  prennomi  hnc  been 
niedy  devoted  n  payint  lU  muively  low  dqmol  uuunncc  con.   Ai  of  Si^iteinber  30. 1994.  BIF 
htd  S19.4  billioB  in  latrm,  1.03  percent  of  Insmd  dqndo. 

iGamnH.S7.4billicnof$AIFpTemiumipuddiice  19S9  woe  diverted  mihe  Rnohitien  Tnm 
Cotponboa  (STQ  end  oed  to  pey  iatcKM  on  30-yev  RnmcJBi  Corponlian  (FICO)  bond*.  PICO 
piynienti  coniunie  44  peitBU  of  SAIF'i  mnial  pRaniunu.  nouly  1800  mUlka.  Liix  RTC  ftodt. 
FICO  bend  pmceeds  were  laei  la  pqr  deposten  in  ckned  Bviaci  sid  Ion  unditioai. 
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Jm>,  SAIF  tms  gimn  Anrtr  bccwK  SAIFtennd  is 

d^cntt  grawdi  dm  Oagni  npccHd.   ta  &ct,  SAIF-n^isa  o^obb  HDm  ^  *. 
boo  ina  ifanii«h  Ddd-1993.  Ite  iaUl^t  OEDdnscd  ftnn|h  raid-19M,  wilh  dep 

Q.   DM  Co(«Ra  twa  ■  fin  B  bdp  SAIF  pi  CO  ki  fM<T 

A.  Cmpai  taKw  Am  SAIP  BoaU  ■«  b^  the  bndoi  if  lbs  pH  Md  bdld  KnnsOi  fa 
s>  pboMd  n  qpopAiB  acd  B0M7  fcr  the  And.  UnfEttmncly,  CoDfim  dd  not 
ptaa  bacBue  SAIF  fUBni  (Ot  •mifi  V  tai  the  KTC  taaa. 


■  SAIF  itiim  FICO  toat  vUbBSFa 


Q.   Why  Aould  Caufnct  lUow  die  ccDtinucd  lue  of  RTC  money  to  help  SAIFT 

A.    Gnfiea  ledind  in  1989  th>  SAIF  could  not  piy  inKreSt  on  FICO  boodi,  he^  fund  Ac  TUC,  tnd 
racqAalia  inelf  withotn  uamaoe.  So.  it  intended  10  ippropriate  money  m  SAIF.  Cooiien  dU  m 
do  ».  but  did  provide  i  my  for  umued  RTC  money  ■>  be  lued  for  SAIF.  Unnf  RTC  fundi  to  u^ 
SAIF  would  be  conwKni  wUb  Caapat'  niginil  intention. 
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Q."Ite  FIHC  bn  hU  *«  dK  U 
ti,  bMlttaiom  tta  itadMd  fti 
uvbyi  iMiMioM  ttH  bn«  c 
ifec  FIC»  Aw  ipiH  SAIF I 


M  ID  PICO  mnMli  «m  BM  nOi^  IhE  SAIPi 


DittilAIF.linalttM 
IB  B  FlCb,  M  dut  ovofl  SAIF  dqiodti  < 
BlBriDi tbrnUva da  if  nccyi doM  to 


a  ofFICO'itew  «  SAIF 


apdniMk pnjwiiHW, it wID OM fblly oplalbe odl dM ]«r JOOO.  BrpaiVMin(i 


Q.  Wouldnl  Hwinl  ttic  FICO  ccnti  icqmit  tnb  M  pay  fbr  pnblemi  dMy  didn't  cwmT 


n  ttfl]  in  bndoen  in  so  mat  nqjcnsHc  fa  riicK  pnibkau  IbM  Ok  BIF 
iDEiuBcn.  druT  uuuuiuini'  cunnncn  Dd  Iheir  comRiunitiei  ihouU  nM  tufler  fraa  t  pnnina 
diipuilT  ihii  ihey  didn't  obUb.  At  the  ame  time.  BIF  memben  wiU  benefll  troa  t  tat>k,  iqnllriile 
d^oiit  iiuimince  lyston. 

Q,    Why  ibould  BIF  raemben  ke^  iharini  FICO  mait 


Adipiad  fnm:  Quotioni  lai  Anmert  en  Sunu  of  die  Sivingi  Auoduicin  luumict  Fund  ud 
PWoiiiil  Picmlum  I»qui|y  whb  the  Bnk  luutiDcc  Fund.  Office  oT  Tbift  Si^ovliiaa.  Pebnn;  3. 
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Sitae  m  aenl]>  7D0  BIF4annd  '■■"■■-■" '■'  buki  widi  SAIF  d^odti  icquind  Itan 
MqnUtiou.  Tlay  bm  a  Onel  iutntt  In  dlmiBBnif  Ac  Aqnlqi  rinoe  Ikcy  wm  p 
SAIF  pnmnm  «n  tbOM  d^orin.  b  bn,  gomncrdd  bnki  vd  dtdr  nbridoria  hi 


mtabm  may  Mxr  boneh  iM«a«  (IfeMgh  far  ta*4,  «Mk  BIF  MMMbn  will  pki  tlm  power 
lull  ilmi  ilim  jiiii  imrtMllir  mm  liMiiMitiiUni  illiimiiWuliii  to  IMS,  BIF  nnnbcn 
hwe  moR  Hwrtf  iuenaH  MqnUikn  pow«t  Am  SAff  nentan,  dace  *0  MM  tetnictiooi  <■  I 


Hie  vut  mijerily  of  Bviip  undukm  -  aenl]>  1800  -  ne  t^mif*  only  with  Diau  Ihii  oifife  in 
■ctivitia  iIb  penniDD]  (Or  tank  taoldiDS  compMiiei.  Ai  of  1993,  ooly  40  wen  ifflliited  with 

Kw  btoJw  JMuraw*  mA  wti  b«Mb  duniqwawl  nftcriiy  Umi  baita,  murbBikiinpmlq 

braider  cooniHRlil  koAat  po««n  Ika  MviiVi  iMilMkM  Old  )«vc  1  lower  oat  of  fiadt  bccaue 
Ok?  do  not  pqr  loBn*!  ea  *  ii(ai&m  pcMiOD  of  Ikdi  con  dqniii. 
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America's  toirmiuailv  Biinkcrs 


DANGERS  OF  A  "DO  NOTmNG"  APPROACH  TO  SAIF 

SAIF,  under  curteot  Uw.  it  nquiied  to  be  c^miad  at  US  percenl  of  inntml  di^mlB. 
At  ihe  ume  time.  45  peicent  of  SAIF  ptemlmiu,  neariy  $800  millioo  ■  yen,  is  ^yeOei  id 
service  FICO  bcmiU.  Th«i  oUituioo  runs  to  2(99. 

Because  BIF  Is  expected  to  lecipltalize  liter  ttdi  year  lad  baa  do  put  of  tlie  FICO 
oblisuion.  BIF  preniiuiiu  will  (lrapto4buiipoinIt  underlheFDIC'tpIni.  SAIFpremmmitit 
to  May  ai  about  24  basis  pointi. 


It  would  be  foolish  to  think  managers  and  dlreciois  of  SAIF-lniured  instinititms  wool 
react  to  this  premiuni  disparity.  From  a  purely  competitive  (tandpriiil,  Aeir  inctme  and  capita 
will  be  threatened.  To  leduce  preniiuRi  costs,  Aey  may  twiidi  boa  retail  deposia  lo  other 
sources  of  funds.  To  accommodate  higher  costs,  they  may  seek  higber-ylBldiiit,  Uther-iiak  aiieit. 
In  short,  real  world,  marlcet-driven  behavior  will  affea  the  fiitiire  of  the  SAIF  assessmoit  baK, 
premium  income,  and  potential  insuiwice  fund  losses. 

SAIF  INSOLVENCY? 

The  lable  illustrates  the  vulnerability  of  SAIF  as  deposits  shrink  and  losses  crow.  A 
substantial  premium  differential  could  easily  cause  SAIF  deposits  to  dirink  at  close  to  the  6 
percent  annual  rate  recorded  between  19S9  and  1994.  To  the  extent  that  SAIF  insttiuiions  stretch 
Toi  yield,  loss  exposure  will  increase.  These  are  plausible  results  of  the  premium  differentiat  ind 
ihcy  could  leave  SAIF  insolvent  by  2004.  SAIF  mieht  never  recapltallM  and  its  weal: 
condition  would  pose  a  threat  to  the  financial  system.  The  chan  illustrates  that  the  SAIF 
assessment  base  is  currently  only  about  half  the  amount  that  Congress  assumed  in  1989  would 
now  be  available  to  support  the  insurance  fund  and  service  FICO  debL  Tbe  chart  shows  the 
situation  is  likely  to  worsen  each  year. 

CRISIS:  FICO  FIRST? 

Unless  the  law  is  changed,  the  annual  diversion  of  some  S800  million  in  SAIF  premiumi 
to  service  FICO  will  keep  SAIF  premiums  high  and  could  eventually  bankrupt  SAIF.  But  FICO 
could  delauli  on  its  bonds  even  before  SAIFisincrisis.  That's  because  about  30  percent  of  SAIF 
deposits,  those  held  by  Oakar*  and  Sasser**  banks,  are  not  subject  to  the  FICO  oblifation.  So 
at  some  point.  SAIF  may  be  able  to  cover  its  losses  but  might  not  have  enough  money  to  pay 
FICO.  panicularly  if  deposits  shrink.  Unless  these  funding  problems  are  addressed,  SAIF  may 
have  sufncicni  income  lo  cover  losses  but  insufficient  income  to  pay  FICO.  creating  a  FICO  debt 
service  crisis  as  soon  as  1998. 


America's  D>mmunl(}  RankerN 
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Tbe  fKt  thu  FICO  debt  KTvke  mnti  be  pild  on);  from  pmninm  income  m  SAIF 
depoiiu  It  uvin(s  isiociidoiu.  not  from  SAIF-innred  dcpodti  U  Oakar  md  Suter  bukt, 
mikes  a  crisit  itiai  mndi  moie  likely  u  occur.  The  dun  indicMei  Oat  if  SAlF-intnred  dqiotiu 
decline  u  ■  6  poceat  rue  u  pteriooily  niumeil.  ud  Oiktr  ud  Suitt  bnk  depodu  {row 
modetUy  from  S2I7  UUioo  10  S260  Ullioa.  only  iboiit  S300  UDioa  of  a  UOl  ot  S560  HUaa  in 
SAIF-insuied  depodtt  will  be  ivailable  to  letvlce  FICO  debt  in  1998.  Ao  UiaBpiBd  quick  Ilx 
ihit  (imply  mike*  piemiumt  tnun  Oikir  ind  Suier  bwikt  avtflible  to  pay  Hk  FICO  debt  doet 
i»t  solve  the  fundimenial  problem:  a  fixed  bnrdea  on  a  ifariakios  biK. 

Assumint  that  SAIF  iniunnce  premiums  are  held  al  24  basis  points,  by  1998  FICO  debt 
service  will  consume  more  ibin  lOO  percent  of  available  premium  income.  This  shortfall  (tf 
funds  available  for  FICO  payments  could  be  addictsed  by  increases  in  insurance  premiums  lo 
levels  above  24  basis  poimt.  However,  tuch  increases  would  precipttaie  an  even  more  rapid 
decline  of  ihe  SAIF  asseismeot  base,  and  tUn  tritter  an  eventual  default  on  the  FICO  boodi. 

A  SOLUTION 

Providing  a  reasonable  and  rational  soluiion  to  recapitabzins  SAIF  and  "^''■"■'"i  the 
RCO  burden  is  in  iIk  inteiesi  of  the  entire  banking  commimity,  as  well  as  die  cuttoraen  Ihey 
serve.  America's  Community  Bankets  has  crafted  a  proposal  whid  we  believe  lea  an 
appropriate  framework  for  such  a  solution.  Tbe  elements  are: 


ACB  believes  that  a  merger  of  the  insurance  funds  is  an  qipropriate  approach  to  resolving 
the  premium  disparity  problem,  hut  ihai  such  a  merger  not  be  necessary  under  die 
following  conditions: 

o  SAIF-insured  members  continue  to  recapitalize  their  own  fund. 

o         SaIF  and  BIF  insurance  funds  will  share  the  RCO  burden  on  a  pro  rata  basil. 

o  Excess  RTC  funds,  at  a  minimum,  will  remain  available  in  an  amount  sumdent 
to  covet  poientiaJ  insurance  fund  losses  al  SAIF-insured  institutions  identified  by 
itteir  primary  regulators  as  problem  institutions  as  of  December  31. 1997. 

o  SAIF-insured  institutions  will  pay  a  premium  differenbal  (5  basis  points)  reladve 
10  BlF-insured  institutions  until  ilie  SAIF  fund  reaches  Ihe  required  1.2S  percent 


An  Oakar  bank  is  a  commercial  or  savings  bank  thai  has  acquired  deposits  from  SAIF 

insured  institutions. 

A  Sasser  bank  is  a  commercial  or  savings  bank  thai  has  converted  from  a  savinp 


Roben  R.  Davis  -  (202)  8S7-316I 
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CXMMBNIS  ON  1BE  REMIDM  DBPAKm 

vnir  rwnMii  Hdfcr 

BOtat  'A  Hteaatial  iKcodiiin  difleKotiil  bttMcn  BIF^annd  nd  SAIF-ioaind 

mitltMioDi  ii  Hkdjr  B  fane  an  bqao-ml  PDIC  Bond  moabas  know  tiOL..  J  wart 
to  ttrtK  that  the  pnUm  wffl  Bot  Jat  fs  m]r....ri1ie]  daw  oa  flie  SAIF...10 
mvice  boodi  Inned  bj  die  novdv  Coqwation,  known  u  *FICO*  boodi,.  Ji 
■bant  S7SD  Bdnka  a  y«t.  irjmibivesMrtikdiamabiickBi  withabifhekiB 
■be  dde,  jno  lee  die  pnUem  bnc—'niB  fammoe  lyHem  te  Itae  avtafi  nd  lou 
iadiuoy  miy  no  knier  by  brakes,  but  it  mu  needt  &mi(...  JI  wen  a  bankv,  I 
would  not  deae  nr  ^aa  to  aa  SAIF  pnbl^  and  hopt  Oair  ma^cany 
■""IT— •    I  would  iBTOhc  Bfidr  ta  wocUni  irilk  an  the  tacnaUd  paitiM  ta 


Federal  Reagve  Cliiinnin  GiaenipM.  Acaint  OTS  Dinclnr  Reditg.  ami  FDIC  Vice 
(piairmMi  Hnve  hefore  ttw  Sfmw  Hmtinr  ^""""w*" 

GreennmiL   "If  jou  fct  a  coBmetlttTe  *iWj»ihj  gf  wniflcant  vdcf  of  magnitude,  you 
oeaie  «  tituuion  in  wfaidi  jon  hoTe  a  iDO*«naul  out  ef  tte  arinp  and  lora 
bidiutiT,  fewer  naounca  wHtaln  the  SAIF  fund.  Since  die  FICO  bondi  are  a  fixed 
coft ...  you  mil  into  the  cootinuoui  ptemre  wbere  yoa  have  a  tpiiR"*"'  find  cott, 
but  the  lewurcei  dedine— I  lUnk  that  k'l  quite  i— [lyt^^t  that  thb  bane  be 


Fiechien   lliit  higher  pnmiuin  ii  likely  10  ditcounie  invetton  (iroai  puttini  cqaid 
into  SAIF-innunl  insitutions.   If  diit  ii  allowed  10  occur,  it  win  be  haider  Ibr 
healthy  SAlF-iniuied  institniioiu  to  niie  new  c^nbI;  the  mohnkn  of  prablem 
institutioiu  will  be  more  eiqxnnve  for  die  goverament;  SAIF  income  irill  dedine 
further,  ind  the  ccwUt  marlieti  wilt,  IncRadngly,  mc  a  dbidmitioa  In  a  dedlcntcd 
MuTte  of  boudng  flnaBcc  .  .  .  Ip  cenain  key  iDarieets,  saTinp  aModallona  an 
leaden  In  ntectint  tbe  bousing  finance  needi  of  mlnoritiea  and  low^DceiBe 
penoos  and  mike  nidi  loam  at  a  higher  late  than  odter  dqwriioty  .  .  .  Nvcn  of  die 
12  lugesi  knden  to  minority  and  low-income  anas  in  OUtfbtnia  are  avings 
associations,  tnd  savings  associations  there  have  much  lower  denial  rates  for  African 
Americans  and  Kspania  dian  any  other  type  of  lenda.' 


Hove:    'It  is  in  issue  that  is  coining  veiy  soon  ...  a  merger  of  tbe  fund  or  a  sharing  of 
die  FICO  obligation  bj  institutioat  that  really  bad  nothing  to  do  widi  it,  ii  i«»r'wi"g  a 
tremendous  burden  on  those  insdmtions.  But  tbe  burden  is  there.   And  I  gueis  you 
could  make  the  nme  aiguinem  diat  the  thrUti  that  reinaiii,  ckaily,  were  aat  part 
of  tbe  problem  dlher.  Ihey  are  tbe  beaKtay  thrifU  (bat  have  rcnonlacd,  Bhc  At 
healthy  bank!  .  .  .  There  are  nMne  alieroativei .  .  .  one  of  ibeie  aliernativet  U  die 
merger  of  dw  funds.  There  may  be  some  other  alternatives ...  but  it's  an  itsue  that 
I  diink  is  going  to  be-need  to  be  addressed  very  soon  ncM  year.* 

Senate  Banking  Committte  Hearing;  Sepiendier  22,  19M. 
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Tte  OD^nniBnl  Bad|«  OfliM,  alaBg  «tt  MB  Mkv  m4«*  «r  «•  BMiflBi'i 
laakiiv  nd  ttstft  inflllnliaB,  oqMd  Am  iiHliluiaRi  tannd  by  te  BhA  limnaee 
PMd  aid  the  Sb^V  AWKiaicMi  tanam  And  (SAIF)  win  pqr  rigdificnar  dUfam 
iWitefliBlWnldapadliBnaB(»bi^aBlB|iil995.  h  wwWilliw  wtt  cftw 
ban,  thk  (M  dHtoiMi  esMld  iMd  to  «  MaaUn  whMiB  iMfaBS  ptfd  ta  the 
SAIF  woold  Mt  be  adMiBrti  to  cow  Mmh  taNnnn  Itaod  !§■«,  ItttnM 


U,  1994. 

SHutnr  rhrigoplief  J.  DoiM  fD-CT): 

•Wbea  the  Buk  InnimieB  Fund  ii  fiiUy  ^pinliad— ponDdy  u  loon  n  ■  jcv  ftom 
Kw— SAIF-imind  inBiwtiofn  wiD  ftce  i  icaont  compatiiiwe  diadvmage. 
AMmifhiio  one  cmU  b»B  {Madkud  te  pKC  >t  «diid>  die  dnift  ladiMiy  wonld 
rinink  or  dw  —"—'"f  (ace  tt  irfiicfa  die  BIF  woold  be  tcc^iwHied,  vik  k  s 


ff  for  the  S&L  indiuoy.  Tliey  cm't  compete  for  very  loot  with 
idman  aid,  qjoJdng  ai «  mceiiiti  of  Woiaen  in  Rou^  md 
Fiiunce.   Scldman  old  the  only  Hhitkm  he  eu  aet  wtwld  he  to  ncaplbUbe  the 
Savfaip  Amdatiiui  iBHimice  Ftend  with  hwdi  eutherted  for  but  nnl  qwot  by  the 
Rewihitlon  Tnat  Cceporatktn,  u  it  doxi  out  in  tenure  u  die  thrift  cleanup  tcency. 


Ihe  Buitau  of  Nationil  Afbin,  Inc.  pwA't  Hjnkim  Hgmp  September  26,  1994. 

Actinf  OTS  DirHanr  FieditPT 

'An  iniunnce  fund  tint  naket  thrift]  uncompetidve  aa'l  woric   Over  die' put  few 
yeut  we've  xcn  privae  mooq'  come  in  to  iK^atiliie  ihiifti.  But  with  Die  premium 
diiferendal  becweoa  buiki  aid  duifU  nukint  diriflt  uncompetidve.  we  will  lee  dat 
priviie  cqjiial  dry  19  ...  I  dent  beUevc  that  repaymert  of  the  FICO  boodi  hM 
anythiiiK  to  do  wllh  batutnc  enimt  depodti  at  thiHIi.  And  if  Oiii  burden  on  da 
fund  cauKt  it  to  fdl  then  die  SAIF  fund  will  not  nop  ftmctianinc  at  a  dqiotit 
tuumioe  fitnd  but  ai  a  finandni  mechanitra  far  FICO  at  wdL* 

B-Band  Buys.  Ain>fir«i  Kmnlan  Wjdili 
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the  tut  15  ]Mn  -  iiqp  not  hdd..  Jf  ihne  nmvlian  m  ia  cov.  At  pndiaiaa  by  Itae 
ptflC  Wff  tet  SAIF  wffi  ^iBHv  In  Ihe  jcv  30aa  itao  dtmt  boU-.-lbc  flbffoM 
MlmiM  U  thk  ^oblB  b  to  dnriaV  an  slteMtt  MMfeMiM  to  had  nCO  tttf 


'FiGicnily,  all  fBdsal^>>ipnied  dnoaitoty  ntiltiiltimi  ""tiij*  n  M»»i*ij^t  «»*«*■>-  gf 

depcuiioiy  laalnMioai  rtwrid  wnaJa  intiject  la  a  iafc-«<ai»iied  OepoA  jaanaiice  pwamaB 
iditdutewfclch,  ifnoeidMtkil.doeiiiMpw»«mriiiiafaMldiflgcacciiniawnaw 

One  eleniBU  of  FBA'i  conent  podtian  on  the  impendim  BIF/SAIF  A^ariQ.   Apimvcd 
by  the  Botrd  of  Directon  December  9,  1994. 


Tim,  the  impending  ndnetiaa  m  te  BIF  pRnuum  oould  aaat  •mh^^  andnp 
pieiniit  (br  the  thrift  induitiy  and  foitbcr  atgiante  tbc  (inaadal  condlUaa  of  tka 
Ihrltl  ImuraiKe  Auid,  the  Savliigi  Aoodatioa  Inwiiaiice  nwd....[T|bc  downdde 
risks  to  the  thrift  industfy  could  be  ilfnifkant  and  dtnrre  attcnUoB.* 
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Mr.  Chairman  and  members  of  the  SubcommlCtee ,  my 
name  is  Allen  Croessmann.   I  am  the  Director  of  Mutual 
Funds  for  Bank  of  Boston.   I  also  serve  on  the  Retail 
Investments  Committee  of  the  Consumer  Bankers 
Association  CCBA")  . 

I  appreciate  this  opportunity  to  appear  before 
the  Committee  on  behalf  of  the  CBA  to  testify  on  the 
need  for  legislation  to  reform  the  regulatory  framework 
governing  the  role  of  banks  in  the  financial  services 
industry. 

The  CBA  was  fotinded  in  1919  and  represents 
approximately  750  federally  Insured  banks  and  thrift 
institutions  holding  more  than  80  percent  of  all 
consumer  deposits.  Our  membership  includes  regional, 
superregional,  and  money  center  banks,  a  majority  of 
which  offer  investment  products  to  their  retail 
customers.  The  CBA  focuses  on  promoting  the  ability  of 
its  members  to  offer  retail  financial  products  and 
services  to  the  public. 

In  19B3,  when  CBA  testified  before  this 
Committee,  we  asked  you  to  consider  as  a  principle  for 
reform  the  parity  of  treatment  between  all  types  of 
consumer  financial  services  providers.  At  that  time,  we 
asked  you  to  support  Interstate  banking  and  the 
deregulation  of  bank  products  and  services.  We  are 
grateful  for  the  interstate  banking  bill  that  passed 
last  year.   Since  technological,  economic,  and  market 
changes  have  effectively  turned  the  Glass -Steagall  Act 
into  an  anachronism  and  a  barrier  to  economic  growth,  we 
are  delighted  that  legislation  to  address  these  problems 
is  the  focus  of  this  Committee  today. 
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The  CBA  Supports  Financial  Services 

Reform  to  Eliminate  Artificial  Barriers  and 

Enhance  the  Delivery  of  Financial  Services 

Mr.  Chairman,  the  CBA  commends  you  for  your 
leadership  in  addressing  the  need  for  reform  of  the  laws 
that  govern  bank  participation  in  the  financial  services 
markets.   Your  bill,  H.R.  1062,  the  Financial  Services 
Competitiveness  Act  of  1995,  is  an  important  step  toward 
removing  some  of  the  excessive  regulations  that  encumber 
banks  as  financial  services  providers.   The  CBA  applauds 
your  initiative  and  we  appreciate  this  opportunity  to 
testify. 

The  CBA  supports  reform  of  the  Glass -Steagall  Act 
and  the  provisions  in  the  Bank  Holding  Company  Act  that 
impose  artificial  restrictions  on  the  ability  of  banking 
organizations  to  provide  a  full  range  of  financial 
services  to  their  customers.  These  laws  are  antiquated 
and  impede  the  ability  of  banks  to  provide  financial 
services  to  their  customers  competitively,  conveniently, 
and  efficiently,  we  applaud  the  provision  in  H.R.  1062 
that  would  broaden  the  standard  for  permissible 
activities  of  financial  services  holding  companies  to 
those  that  are  "financial  in  nature"  and  that  would 
significantly  reduce  the  notice  procedures  for  such 
activities. 

Insurance  and  securities  are  clearly  viewed  by 
the  financial  markets  and  the  public  as  financial 
products.  Banks,  as  financial  institutions,  are  natural 
channels  for  delivering  these  products. 
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While  banks  have  made  substantial  progress  in 
finding  ways  to  respond  to  customer  demands  for 
securities  and  insurance  products  within  the  statutory 
limits  of  the  Glass-Steagall  Act  and  the  Bank  Holding 
Company  Act,  these  laws  impose  extremely  cumbersome 
limitations  that  make  the  delivery  of  these  products  and 
services  inefficient  and  costly. 

For  example,  the  current  cross -marketing 
firewalls  impair  customer  access  to  products  and 
services  of  bank  securities  affiliates.   Restrictions 
against  employee  interlocks  between  banks  and  their 
securities  affiliates  impose  operational  inefficiencies 
that  raise  the  cost  of  financial  services  for  bank 
customers.   On  the  other  hand,  we  applaud  recent  Federal 
Reserve  Board  actions  which  permit  CBA  members  to  offer 
discounts  on  certain  packaged  financial  products  and 
services  offered  by  banks  and  their  affiliates. 

Reforming  Glass-Steagall  is  particularly 
important  today  because  advances  in  technology  permit 
new  competitors  to  offer  financial  services.   Microsoft, 
with  its  purchase  of  Intuit--a  home  ba.iking  computer 
company- -is  an  example  of  the  type  of  competitor  that 
will  offer  innovative  alternatives  to  traditional 
banking. 

The  CBA  believes  that  the  focus  of  financial 
services  regulation  should  be  not  on  restricting 
competition  but  on  promoting  it.   The  regulatory  aim 
should  be  to  ensure  that  financial  services  are  widely 
available  in  the  most  convenient,  efficient  form 
consistent  with  safe  and  sound  practices  and  due  regard 
for  protecting  customers. 
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Legislative  Reform  Should  Enhance 
the  Role  of  Banks  as  Pull -Service 
Financial  Service  Providera 

The  CBA  would  ask  Chat  any  reform  legislation 
adopted  by  Congress  aim  to  enhance  the  role  of  banks  as 
full-service  financial  service  providers.  Retail 
customers  already  view  their  local  banks  as  full-service 
providers  of  financial  products.  The  daya  are  gone  when 
retail  customers  saw  banks  as  singly  a  convenient  place 
to  safekeep  their  deposits  and  borrow  money. 

Retail  customers  can  now  look  to  some  banks  as  a 
source  of  mutual  funds,  securities,  annuities, 
investment  advice,  401 (k)  plans,  asset  allocation  plans, 
life  insurance,  title  insurance,  and  other  financial 
products  and  services.  These  services  may  now  be 
available  through  banks  either  directly  or  through 
contractual  arrangements  with  third  party  service 
providers  who  use  the  bank's  premises,  office 
facilities,  and  often  their  employees. 

It  is  understandable  why  this  view  of  banks  as 
full-service  providers  has  emerged.  Banks  are  the  most 
experienced  delivery  channel  for  all  types  of  financial 
services.  Ho  other  type  of  financial  service  provider 
offers  such  an  extensive  delivery  network.  The 
convenience  of  obtaining  a  wide  range  of  financial 
services  from  a  single  provider  is  no  small  benefit  for 
today's  busy  retail  consumers.  In  addition,  ATMs  and 
point  of  sale  (POS)  terminals  located  in  supermarkets 
and  other  retail  outlets  offer  customers  added 
convenience . 
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Banks  also  tend  to  ba   not  only  mora  accessible 
but  more  approachable  than  many  nonbank  service 
providers,  such  as  brokerage  firms  that  traditionally 
have  served  wealthy  customers.  Banks  meet  the  financial 
needs  of  ail  types  of  consumers,  not  just  the  affluent 
investor.  With  our  experience  in  dealing  with  the 
broader  customer  market  and  the  delivery  system  to  back 
us  up,  we  offer  the  majority  of  consumers  a  more 
accessible  and  user-friendly  way  of  obtaining  financial 
products  and  services. 

Moreover,  as  the  primary  financial  institution 
for  a  wider  customer  base,  banks  play  an  in^tortant  role 
in  educating  consumers  on  the  advantages  and 
disadvantages  of  all  products  available  to  meet  their 
financial  needs.  A  major  part  of  the  marketing  efforts 
of  banks  today  consists  of  informational  programs  and 
materials  designed  to  educate  customers  on  the  various 
features  of  the  many  types  of  products  and  services 
available.  We  have  found  that  an  educated  consumer  is 
our  beat  customer. 

The  banking  industry  has  been  especially 
conscious  of  the  possibility  for  customer  confusion 
Tegarding  uninsured  investment  products.  We  have  been 
greatly  concerned  about  reports  of  customer 
misunderstandings  regarding  the  risks  and  uninsured 
nature  of  mutual  funds.   In  response  to  this  problem,  we 
have  enhanced  our  education  efforts  through  increased 
disclosures,  both  written  and  verbal,  and  by  emphasizing 
the  in^ortance  of  customer  comprehension. 

Three  months  ago,  the  CBA  released  the  results  of 
an  extensive  study  by  Roper-Starch  Worldwide  showing 
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Chat  the  overwhelming  majority  of  household  financial 
decision  makers  tinderstand  that  mutual  funds  sold  at 
banks  are  not  FDJC  Insured.   The  study,  which  was 
commissioned  by  the  CBA,  tested  for  customer 
comprehension  through  in-home  interviews  with  700 
randomly  selected  financial  decisions  makers  with  at 
least  $30,000  in  annual  income.  These  interviews  were 
supplemented  by  interviews  with  139  randomized  bank 
mutual  fiimd  customers  from  lists  supplied  by  banks.  The 
results  showed  that,  when  bank  mutual  fund  customers 
were  asked,  as  few  as  five  percent  said  they  believed 
that  the  funds  were  FDIC  insured.  Further,  87  percent 
said  that  banks  did  fairly  well  or  very  well  in 
explaining  a  mutual  fund  investment. 

The  CBA  and  its  members  are  continuing  to  explore 
the  best  ways  of  communicating  investment  risks  and  fees 
to  consumers  to  avoid  customer  confusion. 

Legislative  Reform  Should 
Enhance  the  Ability  of  Banks 
to  Offer  Integrated  Services 

Mr.  Chairman,  as  you  and  your  Committee  consider 
various  reform  proposals,  the  CBA  believes  it  is 
important  to  note  that  advances  in  communications  and 
computer  technology  offer  banks  opportunities  to  better 
serve  their  customers.   Banks  are  finding  that  their 
customers  have  new  expectations  for  efficiency  and 
quality  of  service  in  today's  market.  Technological 
advances  have  improved  the  quality  of  life  for  consumers 
in  many  ways,  and  bank  customsrs  are  dsmanding  that 
their  banks  provide  the  same  kind  of  time-saving 
products  and  services  that  modem  technology  has  made 
possible  In  other  areas. 
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Many  banks  are  finding  that  the  moat  efficient 
method  of  customer  service  that  alao  offers  the  greatest 
convenience  and  quality  of  service  to  the  customer  is  an 
integrated  delivery  system  designed  to  meet  all  of  the 
customer's  demands  for  financial  services  through  a 
single  focal  point  in  the  bank.  Rather  than 
transferring  the  customer  from  unit  to  unit  within  the 
bank,  many  banks  are  now  trying  to  bring  the  varioue 
units  of  the  bank  to  the  customer.  Modem  technology  in 
the  form  of  computerized  communications  and  data 
processing  systems  are  making  it  possible  for  banks  to 
provide  highly  efficient  integrated  services  on  a 
"seamless"  basis.  These  benefits  should  be  enhanced  by 
any  Glass -Steagall  reform. 

This  form  of  customer  service  benefits  the 
customer  in  many  ways.  The  number  of  forms  that  the 
customer  must  fill  out  may  be  minimized  because  various 
units  of  the  bank  could  have  on-line  access  to 
computerized  information  about  the  customer.  The  number 
of  service  representatives  that  the  customer  must  deal 
with  could  be  reduced.  The  amount  of  time  the  customer 
must  spend  waiting  for  customer  service  can  be 
minimized.  The  customer  can  receive  more  efficient, 
individualized  attention  by  the  bank's  service 
representatives  who  can  become  instantly  knowledgeable 
about  the  customer's  relationship  with  the  various  units 
of  the  bank.  The  customer  could  be  offered  services 
that  better  correspond  with  the  customer's  needs.  The 
customer's  needs  could  be  anticipated  and  evaluated  in  a 
timely  manner  so  that,  for  example,  the  customer  could 
receive  timely  advice  on  making  financial  decisions  trtien 
a  certificate  of  deposit  comes  due. 
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Cross -marketing  of  products  and  sarvlecs  among 
the  various  units  of  a  banking  organization  obviously 
is  a  critical  element  to  make  possible  "seamless" 
delivery  of  customer  services  by  banking  organizations. 
For  example,  banks  will  need  to  maintain  customer 
inCozmation  on  an  integrated  basis  so  that  various 
service  tinits  can  have  access  to  certain  information 
that  can  be  used  to  benefit  the  customer.  Because  much 
of  this  information  is  confidential,  many  banks  have 
already  adopted  policies  and  procedures  for  protecting 
the  privacy  of  their  customers. 

For  this  reason,  we  are  looking  closely  at  the 
firewalls  that  would  bs  imposed  under  H.R.  10S3, 
particularly  the  provision  regarding  disclosure  of 
confidential  customer  information.  We  would  like  to 
work  with  the  Committee  in  making  sure  that  this 
provision,  while  respecting  customers'  privacy,  does  not 
create  operational  problems  that  would  unnecessarily 
hinder  the  ability  of  banks  to  integrate  their  services 
for  the  convenience  of  customers. 

The  CBA  is  very  appreciative  that  H.R.  1063  would 
eliminate  the  cross -marketing  restriction  imposed  by  the 
Federal  Reserve  that  currently  prevents  banks  from 
making  available  to  their  customers  securities  that  are 
being  underwritten  by  an  affiliated  securities 
underwriting  con^any.  This  restriction  has 
unnecessarily  limited  customer  access  to  these  products 
and  services  and  its  removal  will  enhance  the 
convenience  and  availability  of  financial  services  to 
bank  customers. 
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Functional  Regulation  Should  Facilitate 

the  Integrated  Delivery  of   f^ppncial  Servj^pea 

The  CBA  believes  that  the  essence  of  functional 
regulation  is  to  promote  con^wtition  by  promoting 
regulatory  parity.  He  support  a  concept  of  functional 
regulation  that  would  enhance,  not  in^air,  the  ability 
of  banks  to  serve  their  retail  customers  with  maximum 
efficiency  and  convenience.  He  are  concerned  that  the 
fragmentation  of  financial  services  regulation  would 
tend  to  also  fragment  the  delivery  of  financial  services 
and  thereby  interfere  with  the  "searoleasnesa'  with  which 
banks  hope  to  be  able  to  deliver  financial  services. 

For  exan^le,  a  concept  of  functional  regulation 
that  requires  banks  to  transfer  customer  services  out  of 
the  bank  to  another  entity  and  that  limits  the  financial 
services  that  a  bank  can  provide  directly  to  its 
customers  would  seriously  undermine  the  efficiency  with 
which  banks  can  deliver  services.  Functional  regulation 
on  this  basis  could  balkanize  the  delivery  of  financial 
services  and  impair  Che  efforts  of  banks  to  provide 
integrated  services  on  a  seamless  basis. 

A  recent  proposal  offered  by  the  National 
Association  of  Securities  Dealers  CKASD")  to  regulate 
bank  mutual  fund  activities  is  an  example  of  functional 
regulation  that  does  not  necessarily  promote  con^etitlon 
or  regulatory  equality. 

The  CBA  strongly  supports  the  concept  of  a  level 
playing  field  as  a  necessary  corollary  to  functional 
regulation  in  order  CO  promote  conpeciclon  and  enhance 
the  quality  of  financial  products  and  services  for  the 
benefit  of  consumers  and  the  economy  as  a  whole. 
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He  believ*  that  the  purposes  of  functional 
regulation  can  be  achieved  without  requiring  banks  to 
transfer  their  brokerage  services  out  of  the  bank  into  a 
registered  broker-dealer,  as  H.R.  1062  would  require. 
The  federal  bank  regulators  have  issued  an  Interagency 
Statement  on  Retail  Sales  of  Nondeposit  Investment 
Products  which  governs  the  physical  location  of  sales 
activities,  supervision  and  training  of  employees,  the 
role  of  nondeposit  employees,  condensation,  disclosures, 
confidential  customer  information,  and  other  issues.   In 
order  to  help  the  industry,  CBA  and  Other  trade 
associations  have  worked  with  the  regulators  and 
provided  additional  clarification  in  the  form  of 
industry  guidelines. 

The  agencies  also  have  adopted  detailed 
examination  procedures  for  supervising  bank  compliance 
with  the  Interagency  Statement,   The  Interagency 
Statement  reflects  the  agencies'  close  supervision  of 
retail  sales  of  nondeposit  investment  products  on  bank 
premises  through  on-site  examinations  of  each  bank  and 
other  ongoing  supervisory  measures. 

Mr.  Chairman,  we  would  encourage  the  Committee  to 
consider  alternative  models  of  functional  regulation 
that  would  not  restrict  the  ability  of  banks  to  best 
meet  the  convenience  and  needs  of  their  customers.  We 
believe  that  the  purposes  of  functional  regulation 
should  be  two-fold:   first,  to  ensure  that  the  purposes 
of  a  regulation  are  fulfilled  by  applying  the  same 
regulatory  requirements  to  the  same  business  functions 
or  activities  regardless  of  which  type  of  entity 
performs  those  functions  or  activities;  and  second,  to 
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ensure  that  different  providers  of  the  same  functions  or 
activities  are  subject  to  the  same  regulatory 
recpiirements  to  avoid  unfair  competition. 

Of  course,  absolute  uniformity  of  regulatory 
treatment  may  not  always  be  possible  or  necessary.  For 
example,  some  differences  in  regulatory  emphasis  may  be 
necessary  in  order  to  accommodate  differences  in  the 
overall  regulatory  schemes  that  apply  to  different  types 
of  entities  or  differing  concerns  for  customers  in  given 
circumstances. 

goriqress  Shcyyld  Establish  Principles 

The  CBA  believes  that  Congress  should  establish 
general  parameters  and  principles  to  guide  the 
regulation  of  the  financial  services  industry  and 
should  allow  the  banking  regulators  to  fashion 
reasonable  regulatory  details  through  the  established 
administrative  process  and  procedures  for  rulemaking. 

As  we  have  seen  clearly  over  the  past  two 
decades,  the  financial  services  industry  is  constantly 
evolving  in  response  to  changes  in  domestic  and 
international  markets  due  to  advances  in  technology, 
global  economic  conditions,  customer  demands, 
demographic  changes,  and  other  factors.   Fixed  statutory 
restrictions  and  limitations  can  only  frustrate  the 
industry's  ability  to  respond  to  these  changes.   The 
administrative  rulemaking  process  provides  an 
appropriate  mechanism  by  which  the  industry  can  adjust 
to  the  ever-changing  market  environment  in  an 
appropriate  manner  consistent  with  the  overriding  safety 
and  soundness  principles  established  by  Congress. 
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By  delegating  to  the  relevant  government  agencies 
the  responsibility  for  ensuring  that  the  industry 
operates  in  accordance  with  clear  regulatory  principles 
and  objectives  established  by  Congress,  Congress  can 
best  ensure  that  those  principles  will  be  followed  while 
affording  flexibility  for  the  agencies  to  adjust  the 
regulations  when  necessary  to  allow  the  industry  to 
respond  to  market  changes. 

Accordingly,  we  would  aslt  that  the  Committee  not 
impose  specific  restrictions  on  banks  and  their 
affiliates  but  rather  focus  its  efforts  on  devising 
clear  regulatory  principles  and  guidelines  that  the 
regulatory  agencies  can  implement  through  the 
appropriate  regulatory  process. 

An  example  of  where  flexibility  in  the  hands  of 
the  regulators  might  be  appropriate  is  in  section  120  of 
H.R.  1062  which  sets  forth  detailed  restrictions  on 
contractual  arrangements  between  banks  and  broker- 
dealers.   The  Interagency  Statement  and  agency 
examination  guidelines  already  address  these  types  of 
arrangements.   The  agencies  have  demonstrated  that  they 
are  able  to  craft  reasonable  regulatory  provisions  to 
ensure  that  such  contractual  arrangements  are  consistent 
with  statutory  purposes.  Since  the  agencies  will  be 
responsible  for  enforcing  compliance  with  the  law,  it 
may  be  appropriate  to  give  them  the  regulatory 
discretion  to  draft  regulations  that  will  best 
facilitate  their  compliance  efforts. 
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Each  Banlcing  Organization  Should 
Be  Able  to  Structure  Its  Activities 
To  Beat  Serve  Its  CuaCotnerfl 

The  different  financial  regulatory  reform 
proposals  that  have  emerged  this  year  raise  important 
questions  concerning  the  ultimate  structure  of  our 
banking  and  financial  services  system.   The  questions  of 
which  entities  should  perform  which  functions  and  which 
federal  agencies  should  regulate  which  entities  or 
functions  pose  difficult  issues  of  jurisdiction.   The 
CBA  does  not  purport  to  have  the  answers  to  these 
questions. 

But  we  think  we  know  what  the  goal  should  be.   He 

believe  that  the  ultimate  goal  should  be  a  system  that 
facilitates  the  moat  efficient,  convenient,  and 
competitive  delivery  of  financial  services  with  a 
minimum  of  regulatory  restrictions  and  burdens, 
consistent  with  safe  and  sound  banking  practices. 

In  order  to  achieve  this  goal,  we  believe  that 
any  legislative  solution  must  afford  each  banking 
organization  the  frAedom  and  flexibility  to  structure 
its  activities  and  operations  in  the  way  that  best 
serves  each  bank's  customers,  and  that  makes  the  most 
sense  in  light  of  its  own  customer  base,  market  profile, 
business  plan,  operational  capabilities,  physical 
location,  and  strategic  objectives,  consistent  with 
safety  and  soundness  considerations. 

For  some  banks,  this  might  mean  selling 
securities  and  insurance  products  directly  in  the  bank. 
For  other  banks,  it  might  mean  using  a  separate 
subsidiary  of  the  bank  to  provide  such  services.   For 
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still  other  banks,  it  might  mean  conducting  these 
activities  in  a  bank  holding  company  affiliate.  Each 
bank  should  be  allowed  to  determine  which  structure  is 
best  suited  to  its  ability  to  deliver  financial  services 
to  its  customers  in  the  most  efficient,  convenient,  and 
competitive  manner. 


Mr.  Chairman  and  members  of  the  Committee,  the 
CBA  appreciated  this  o^ortunity  to  present  its  views  on 
the  need  for  financial  services  reform  and  the 
provisions  of  H.H.  1062. 
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STATEMENT  OF  THE  SECURfTIES  INDUSTRY  ASSOCIATION 

REG/WOINQ  H.H.  1062 

THE  -FINANCIAL  SERVICES  COMPETTTTVENESS  ACT  OF  1995' 

HEARINGS  BEFORE  THE 

HOUSE  COMMITTEE  ON  BANKING  AND  RNANaAL  SERVICES 

MARCH  7, 1999 


I.         Introduction 

Mr.  Chairman  and  members  of  the  Committee,  I  am  Marc  E.  l^ckritz.  President 
of  the  Securities  industry  Association  ('SIA').^  and  I  appreciate  the  opportunity  to 
present  SIA's  views  on  H.R.  1062,  the  'Financial  Seivices  Competitiveness  Act  of 
1995.'  Mr.  Chairman.  SIA  commends  you  for  making  financial  restructuring  a  priority 
for  this  Commitlee.  and  we  appreciate  your  efforts  to  move  the  process  forward.  These 
hearirtgs,  and  the  introduction  of  H.R.  1062,  attest  to  your  willingness  to  fashion 
meaningful  financial  restructuring  legislation.  While  we  believe  H.R.  1062  represents  a 
thoughtful  and  comprehensive  approach  to  modemizhg  the  financial  services 
marketplace,  we  have  some  serious  concerns  that  the  IhII  does  not  fully  or  fairly 
balance  the  competing  needs  and  objectives  of  securities  firms,  commercial  banks,  and 
s  of  financial  services. 


II.        SIA  Supports  Comprehensive  Financial  Services  Restructuring 

SIA  strongly  supports  CongresskMial  efforts  to  er»ct  comprehensive  financial 
services  reform  legislation  to  best  serve  Amerk:an  consumers  of  financial  servk»s,  and 
to  make  it  possible  for  all  financial  services  intermediaries  to  operate  more  flexibly  and 

''  The  Securities  Industry  Association  is  Itte  securities  Industry's  trade  as 

percem  of  securr 
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compel  ill  vely.  both  domestically  and  internationally.  Moderniialion  of  the  {inanclal 
services  regulatory  structure  is  critical  to  maintaining  the  preeminence  ol  our  capital 
markets  and  to  meeting  the  serious  compelltlve  challenges  from  abroad. 

SIA's  position  on  the  issue  or  bank  entry  Into  the  securities  business  has  evohed 
over  lime  for  two  reasons:  1)  federal  bank  regulators  and  the  courts  have  rewritten  the 
Glass-Sleagall  Act  through  strained  regulatory  interprelations  to  permit  banks  to 
engage  in  securities  activities,  resulting  in  a  very  ditlereni  financial  services  marketplace 
today  than  was  contemplated  when  the  Glass-Steagall  Act  was  written:  2)  many 
securities  firms  wish  to  take  advantage  of  opportunities  In  banking  that  are  foreclosed  to 
them  by  the  Glass-Steagall  Act's  pnahibitions. 

The  regulatory  assault  on  the  Glass-Steagall  Act  that  has  occurred  over  the  past 
decade  or  so  has  created  a  balkanized  regulatory  structure  that  allows  exceptions  to 
the  rule  to  become  the  norm.  When  Congress  enacted  the  Glass-Steagall  Act  In  1933. 
rt  established  a  secure  wall  between  commercial  and  Investment  banking  activities  to 
guard  against  excess  cwicentralion  of  financial  resources  and  cc»ifiicis  of  interest 
t)etwe«i  banking  and  securities  Interests.  For  approximately  50  years,  that  dividing  wall 
remained  secure,  and  the  Glass-Sleagall  Act  achieved  its  principal  purpose  of 
protecting  the  deposits  of  commercial  bank  customers,  and  the  federal  insurance  funds 
standing  tiehind  those  deposits,  from  the  risks  associated  with  securities  activities.  A 
necessary  corollary  oi  the  Glass-Steagall  Act,  of  course,  was  that  securities  firms  were 
prohibited  from  engaging  In  commercial  banking  activities.  The  Act  has  worked  well,  as 
the  U.S.  financial  services  industry  has  become  the  world  leader  —  our  capital  markets 
are  the  envy  ol  the  world,  and  our  banking  system  has  reached  new  and  higher  level 
levels  of  profitability  In  recent  years. 

However,  starting  in  the  early  1980s,  the  federal  banking  regulators  gradually 
began  chipping  away  at  the  Glass-Steagall  Act.  and  started  permitting  commercial 
banks  to  engage  in  an  increasing  variety  and  level  of  securities  aclivilies.     Court 
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challenges  to  these  regulatory  decisions  often  have  been  unsuccessful,  in  large  part 
because  courts  typically  have  deferred  to  tfie  federal  bartking  regulators  regarding  their 
Interpretations  of  the  Glass-Steagall  Act. 

For  example,  in  1982,  the  Office  of  the  Comptroller  of  the  Currency  (the  "OCC"), 
which  regulates  national  banks,  ruled  tfiat  national  banks  coukl  offer  discount 
brokerage  services  through  subsidiaries.^  SkKe  then,  the  OCC  has  authorized 
subsidiaries  of  national  tanks  to  engage  in  a  txoad  range  of  additkxral  securities 
activities,  including  investment  advisory  and  other  securities  activities,  and  has  shown 
every  Indication  that  it  intends  to  continue  to  increase  t>ank  securities  powers  through 
regulatory  interpretation. ^  Not^ly,  ttn  OCC  typkaly  has  authorized  these  acdvides  via 
interpretive  letter,  gerterally  without  providing  tfie  public  with  notice  or  opportunity  for  a 
fieahng  and  commwit. 

Moreover,  the  Federal  Reserve  Board  of  Governors'  (the  'Board*)  Interpretations 
of  Sectkm  20  of  the  Glass-Steagall  Act  have  alknved  such  Section  20  affiliates  of 
commercial  banks  to  derive  up  to  10  percent  of  their  revenues  from  underurriting  of 
corporate  equity,  corporate  debt,  commercial  paper,  mortgage-backed  securities,  and 


lk.[19BZ-1SS3TividwBindHF«lB«MngLBw. 

(CCH)1fi9,284,BlS6,255.  Th> OCC* nUrq wu uphrid by ■<•  aMM.  S— SU v. Compimfaf ol Bw 
SUOHK^  S77  F.  Supp  252  (D.D.C.  1063).  iCdTM  F.2d  739  (D,C.  Or.  1965).  GKL  Otrmd.  474  U.S. 
1054(19661  affd  in  pan  MKirWil  in  pan  on  cflMr^Bunihii*!  nnmClMliav.  81*.  47B  U.S.  388  (1967)- 


Fed.  Rag.  61034  tMov.  29. 1994).  NmOmt  •<•  pmpowd  nri*  ravicoix.  nor  th>  ■• 
than),  avmrefatlothepossUilytliMMicouUpannlthaOCCtoM' 

naBotulbgnkatoangaoalnMeiitiHgtunJanwIlingMKld— ingae"  ' 

effort  in  thai  relaase  lo  ciscuM  ttw  myriad  of  IngBl  m 

u  under  other  Federal  banking  laws  —  thai  would  tw  irwotved  I  ttw  OCC  «■ 

uiiaiSary  of  a  national  bank  lo  engage  in  sscuiMea  undemiHeig  and  daaRng  ac 

llie  OCC's  proposed  nils  revisions.  Hie  OCC  ■!  theory  could  ButttDnie  an  opaM 

nationsl  bank  lo  engage  in  securities  undanvriling  and  daaing  adiviliea  wittnijl  avmi  providing  Ihe  puMc 

witti  notice  and  an  opportunity  lor  ■  hearing  and  cc 
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municipal  revenue  bonds*  The  Board  liltely  will  conlitiue  to  increase  Ihe  limit  in  the 
absence  of  Congressional  action.^  In  addrlion,  under  lis  Regulation  Y,  the  Board 
permits  Secti^  20  subsidiaries  lo  engage  in  a  wide  an'ay  of  additional  securities 
activities.^ 

Moreover,  the  Federal  DeposH  Insurance  Corporation,  which  regulates  state- 
chartered  non-Federal  Reserve  System  member  banks,  has  adopted  rules  to  permit 
such  state-chartered  banks  to  engage  In  securities  underwriting  and  dealing  activities 
directly  through  bona  tide  subsidiaries.^  The  FDIC  also  has  permitted  state-chartered 
non-member  banks  lo  engage  in  a  variety  of  additional  securities  activities. 

As  a  result  of  these  continuing  regulatory  actions,  the  Glass-SleagatI  Act  in 
reality  no  longer  protects  bank  deposits,  or  the  federal  insurance  funds,  from  the  risks 
assocJaied  with  securities  activities.  In  short,  the  Glass-Steagall  Act's  separation 
between  commercial  and  investment  banking  has  became  a  Maginot  Line, 
circumvented  by  regulatory  fiat.  Federal  banking  regulators  have.  In  essence,  created  a 
one-way  street  for  commercial  t>anking  organizations  to  engage  in  a  wide  array  of 


'  In  July  ol  19B4.  the  Board  proposed  lo  pwinit  Seclkio  M  subsidiaries  to  derive  up  lo  10  percent  of 

tlieir  Income  ttom  undemriting  and  deaing  adivKles,  oflodevMe  uplo  10%  ol  their  asseU  to  such 

activities.  Swt  10  pprrpnl  gmff  raw  I  imit  op  Rank-lnplintilii  ArlwiliM  ol  Suh.-ariinriM  nt  Rnnk  HoMing 
Companies  Engaged  in  Undenwiting  atid  Dealing  in  Securrties.  59  Fed.  Reg.  35516  (July  ^^.  1994).  Ttie 
lelease  accompanying  Ihese  proposals  couched  Ihem  merely  as  etfods  to  prevent  interest  rate 
movemenlslroniallectingtlieainounlalMCurilies  underwriting  and  dealing  activilies  inwhicli  Section  20 
sidaiiiefies  may  engage  under  the  cuireni  *10  percent  revenue' test.  However,  the  release  tailed  to 
mention  ttwl  tlHse  changes  also  could  signllicanlly  increase  the  amount  of  securities  underwriting  and 
daalng  activities  in  vrtiich  Section  20  sutisidiaries  nuy  engage.  Addrlional  Board  materials  requested  tiy 
SIA  contain  no  (documents  suggesting  tliat  the  BoanJ  had  atienpled  to  quantify  the  level  of  securities 
underwriting  and  dealing  activKies  in  wliich  Section  20  subsidiaries  could  engage  under  the  proposals. 
Interestingly,  shortly  before  issuir^the  proposals  Ifw  Boaid  fiad  received  a  letter  from  a  number  of 
Section  £0  subsidiaries  and  their  attiliales  requesting  the  Boand  to  increase  the  amounl  of  secunliea 

revenues  to  25  percent  of  levetiues. 

6  See  12  CRR.S  225.25. 

''  S9fi  12  CF.a§  337,4.  1 
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securities  activilles  while  securities  firms  remain  stalled  at  Itie  entrance  ramp  to 
banking.  SIA  therefore  believes  Congress  —  nol  banking  regulalors  or  Ihe  courts  — 
should  undertake  a  comprehensive  lesiruciucing  of  the  regulation  of  financial  services 
to  benefit  all  providers  of  irnancial  services,  and  ultimately,  Ihe  American  public. 

As  the  irade  association  tor  a  diverse,  competitive  and  often  limes  fractious 
industry,  SIA  is  acutely  aware  that  no  single  legislative  approach  can  completely  satisfy 
the  concerns  of  all  secufrlies  firms,  just  as  no  single  legislative  approach  can  completely 
satisfy  the  concerns  of  all  commercial  banks.  However.  SIA  and  its  members  have 
wor1<ed  diligently  and  constructively  to  transcend  the  varying  and  at  times  seemingly 
incompatible  positions  of  its  members  regarding  financial  services  restructuring.  For 
ejtample.  in  1991,  SIA  released  a  financial  services  restfuciuring  proposal  that  soughi 
to  balance  the  competing  needs  and  objectives  of  commercial  banks  and  securities 
firms  alike.  Under  SlA's  plan,  commercial  banks  would  have  been  permitted  to  engage 
in  securities  activities  through  affiliates,  and  securities  firms  would  have  been  permitted 
to  directly  own  uninsured,  wholesale  banks.  Since  that  time,  SIA  has  continued  to  work 
with  its  member  firms  to  further  develop  a  consensus  as  to  the  key  elements  thai  any 
financial  services  resUucturing  legislation  should  contain, 

SIA  is  heartened  that  both  commercial  banks  and  federal  bank  regulatory 
agencies  now  appear  to  support  financial  services  restructuring  legislation,  although  it  is 
not  clear  that  the  commercial  bank  industry,  or  the  different  bank  regulators,  have  as 
yet  reached  consensus  on  the  key  elements  of  such  reform.  We  also  are  pleased  with 
the  introduction  ot  other  legislation  in  the  House  and  Senate,  as  well  as  the  prospect  of 
a  financial  modernization  proposal  from  the  Administration. 

As  a  result,  SIA  believes  that  there  now  may  exist  a  unique  opportunity  to  pass 
comprehensive  financial  restructuring  legislation  that  will  fundamentally  improve  the 
way  financial  services  are  provided  in  the  United  Stales.  We  also  believe  that 
legislation  can  be  cralted  that  will  satisfy  Ihe  principal  concerns  of  the  commercial 
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banks  and  securities  firms  most  affected  by  the  current  Glass- Sleagalt  Act  restrictions 
and.  more  imponanlly,  will  best  meet  the  needs  of  the  American  consumer  of  financial 
services. 


In  the  debate  over  financial  modernizalion,  it  is  easy  to  get  caught  up  in  arguing 
over  which  sector  is  helped,  or  harmed,  the  most.  While  fair  competition  among  all 
financial  services  providers  should  certainly  be  an  objective  of  any  financial  se™ices 
legislation,  the  overriding  concern  must  be  whether  any  such  proposal  Iruly  benefits  the 
public.  That  is  why  SIA  believes  that  if  commercial  banking  organizaiions  are  to  be 
granted  expanded  authority  to  compete  in  the  securities  business,  they  must  do  so 
without  federal  subsidies,  with  safeguards  to  enhance  Ihe  safety  and  soundness  of  the 
federal  deposit  insurance  system,  and  with  a  balanced  appreciation  for  the  competitive 
integrity  of  Ihe  capital  markets.  To  achieve  those  objectives,  and  to  gain  widespread 
support,  any  comprehensive  financial  services  restructuring  legislation  should  al  a 
Ti  be  consistent  with  the  following  three  principles: 

1.  Competition  Without  Federal  Subsidies.  Securities  activities 
should  be  performed  in  separately  capitalized  affiliates  of  banks,  and 
those  affiliates  should  have  no  access  to  Ihe  deposits  or  credit  power  of  a 
federally  insured  bank, 

2.  Two-Way  Street.  Banking  firms  should  have  the  ability  lo  own  full 
service  securities  firms.  However,  full  service  securities  firms  also  should 
have  the  ability  lo  own  banks  and  dank  holding  companies. 

3.  Functional  Regulation.  This  is  an  integral  componerit  of  any 
financial  restructuring  legislative  proposal  because  it  protects  investors 
and  eliniinates  unfair  competitive  advantages.  One  federal  regulatory 
agency  should  apply  the  same  set  of  rules  to  the  same  activity  engaged  in 
by  any  financial  institution,  regardless  of  Ihe  type  of  financial  institution  it 
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TTiese  principles  are  intended  to  protect  the  taxpayer,  keep  the  U.S.  capital  markets 
open,  competitive  and  free,  and  yat  make  it  passible  for  all  sectors  of  the  financial 
services  industry  to  operate  more  flexibly. 

IV.       Discussfonof  the  Financial  Services  Competitiveness  Act  o(1995 

H.R.  1062,  tfie  Financial  Sennces  Competitiveness  Act  of  1995  (the  'Act*} 
contains  provisions  that  achieve  a  portion  of  each  of  SiA's  three  principles  for 
comprehensive  financial  restructuring.  We  believe,  however,  some  of  the  Act's 
provisions  are  inconsistent  with  these  principles  and  with  sound  public  policy. 

Competition  Vflthout  Federal  Sutsldles.  The  Act  generally  prohibits  an 
insured  depository  institution  that  Is  aflilialed  with  a  securities  firm  from  engaging  In 
securities  underwriting,  dealing,  mutual  fur>d  and  certain  other  securities  activities. 
Instead,  any  such  activities  must  be  performed  in  a  separate  'Section  10  Affiliate."  The 
Act  also  imposes  various  firewalls'  between  the  activities  of  an  insured  depository 
institution  and  a  Section  10  Affiliate. 

In  addition,  the  Act  authorizes  a  new  type  of  bank  holding  company  called  an 
'investment  bank  holding  company*  (an  'IBHC').  All  depository  institutions  held  by  an 
IBHC  must  be  uninsured  slate-chartered  banks.  Accordingly,  an  IBHC  or  its  affiliates 
thai  er>gaged  in  securities  activities  would  have  no  access  to  deposits  or  the  credit 
power  of  a  federally  insured  bank.  SIA  strongly  supports  the  non-(ederally  insured  bank 
approach  because  it  provides  the  necessary  synergies  without  putting  federally  insured 
deposits  at  risk  or  allowing  federal  deposit  insurance  to  create  an  unfair  competitive 
advantage  over  finns  which  cannot  be  (or  choose  not  to  be)  afliliated  with  a  federally 
insured  commercial  ttank.B 
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Noneltieless,  under  llie  Act,  insured  depository  tnstituttons  could  engage  directly 
in  certain  securities  activities,  and  thus  effectively  couhJ  support  those  activities  through 
its  insured  deposits.  For  example,  the  Act  would  permit  an  insured  depository 
institulton  to  engage  in  securities  brokerage  and  investment  advisory  activities,  and  to 
underwrite  and  deal  in  bank-eligible  securities.  Signiticanlly,  municipal  revenue  bonds 
would  be  deemed  to  be  bank-eligible  securities  for  well-ca(^talized  institutions,  subject 
to  certain  geographic  limitatuns,  and  thus  certain  insured  depository  institutions  coukl 
underwrite  and  deal  in  municipal  revenue  bonds.  Also,  an  insured  depository  institution 
that  is  not  affiliated  with  a  Sectbn  10  Affiliate  would  be  permitted  to  privately  place 
securities  to  accredited  investors. 

SIA  believes  thai  such  securities  activities  —  particularly  municipal  boTKl 
undenwriting  and  dealing  activilies.  and  private  placements  to  accredited  investors  — 
should  be  performed  only  by  a  separately  capitalized  affiliale  of  an  insured  depository 
institution.  II  is  inconsistent  with  the  objectives  of  the  Ad,  and  writh  sound  public  policy, 
to  subject  insured  deposits  (o  the  risks  associated  with  these  activities,  especially  since 
these  activities  typically  do  nothing  to  advantage  the  customers  whose  deposits  are 
maintained  at  the  bank,  and  do  not  in  any  way  advantage  the  bank  insurance  fund. 

In  addition,  we  believe  thai  the  firewalls  imposed  by  the  Act  are  insufficient  to 
prevent  poieniial  credit  abuses  by  a  bank  affiliated  virith  a  securities  firm.  SIA  has 
argued  consistently  thai  Congress  must  provide  clear,  bright  line  firewalls  on  the  issue 
ol  permissible  Iransaclions  between  aftiliales.  Providing  significant  eKceptions  to  each 
firewall,  or  allowing  Ihe  Federal  Reserve  Board  to  modify  them,  as  the  Act  does. 
reduces  the  effectiveness  of  Ihe  firewalls  and  allows  regulators  to  subsiitule  their 
judgment  lor  Congress's.   We  believe  the  firewalls  should  not  be  subject  lo  significanl 

nalkmal  securities  and  secufHies-relaled  activilies  of  sHIIiates  wtttiin  ttie 
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excefXions  and  that  Uie  Board's  authority  should  be  limited  to  interpretation,  not 
eliminatton.  or  even  modificalion.  of  statutorily  irrtposed  firewalls. 

Also,  SIA  consistently  has  supported  the  corcepi  of  perminir\g  securities  firms 
arvj  others  to  own  uninsured  state-chartered  banks,  and,  as  noted  above,  ttie  Act 
generally  would  pemiit  such  affiliations  by  IBHCs.  However,  we  believe  that  there  is  rto 
reason  to  etfend  the  affiliate  transaction  restrictions  of  Sections  23A  and  23B  of  the 
Federal  Reserve  Act  to  an  uninsured  state-chartered  bank  owned  by  an  IBIHC.  Such 
banks  do  not  accept  insured  deposits,  and  so  there  is  no  more  justification  for  applying 
the  atfiliate  transaction  restrictions  to  those  banks  than  there  is  for  applying  the  affiliate 
transaction  restrictions  to  any  other  uninsured  financial  institution. 

In  addition,  (he  Act  generally  would  prevent  a  company  from  becoming  an  I8HC 
—  i.e.,  from  acquiring  an  uninsured  stale-chartered  bank  —  if  more  than  10  percent  of 
its  total  consolidated  capital  and  surplus  are  Invested  in  shares  of  companies  engaged 
In  certain  activities,  such  as  insurance  underwriting  activities,  or  in  activities  thai  the 
Board  has  not  determined  to  be  'financial  in  nature.'  As  a  result,  an  IBHC  could  not.  for 
example,  own  shares  of  a  subsidiary  engaged  in  insurance  underwriting  activities  if 
those  activities  exceed  10  percent  of  the  total  consolidated  capital  and  surplus  of  the 
IBHC.  These  restrictions  appear  to  t>e  arbitrary,  and  shoukl  be  deleted.  In  this  reganj, 
securities  and  other  firms  commonly  engage  in  insurance  underwriting  activities,  and  in 
various  other  activities  that  the  Board  might  deem  not  to  be  financial  in  nature.  There  is 
no  apparent  reason  why  these  firms  should  be  required  to  choose  between  continuing 
these  activities,  or  acquiring  an  uninsured  state-chartered  bank, 

TWthWay  Street  The  Act  permits  a  bark  holding  company  to  own  a  lull  service 
securities  sutisidiary  (a  Section  10  Affiliate).  The  Act  also  specifically  provides  that 
certain  securities  firms  may  own  insured  banks.  However,  the  Ad  provides  a  number  of 
limitalions  on  the  ability  of  a  securities  firm  lo  own  an  insured  bank,  and  we  believe  that 
these  limitations  should  be  removed. 
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For  example,  a  securities  firm  could  acquire  an  insured  bank  only  if  more  than  50 
percent  of  the  business  of  the  securilies  fiim  for  each  of  the  past  two  years  Involved 
certain  securities  activities.  This  provision  effectively  could  prevent  a  number  of  full 
service'  securities  Hims  from  acquiring  insured  depository  institutions,  because  at  least 
50  percent  of  the  business  of  such  firms  often  involves  activities  other  than  the 
prescribed  securities  activities,  such  as  insurance  and  merchant  t)anking  activities. 
Also,  it  is  not  entirely  clear  how  to  measure  whether  'more  than  SO  percent  of  the 
business'  of  a  particular  securities  firm  mvolves  securities  activities.  Is  such  a 
determination  to  be  made  by  reference  to  revenues,  profit,  assets  allocated  to  a 
particular  business,  or  some  other  measure? 

In  addition,  a  securities  finn  generally  could  continue  to  engage  in  non-securities 
actiwties  only  it:  (1)  the  Board  has  authorized  such  *finar>cial  activities;'  (2)  the 
securilies  firm  engaged  in  such  activities  through  a  subsidiary;  (3)  the  securities  fim) 
acquired  the  shares  of  that  subsidiary  at  least  two  years  prior  to  acquiring  the  banic  and 
(4)  the  securilies  firm's  Investment  in  those  shares  (as  well  as  the  shares  of  subsidiaries 
engaging  in  other  activities  not  now  permissible  lor  a  bank  holding  company)  dkj  not 
exceed  1 0  percent  of  the  total  consolidated  capital  and  surplus  of  the  securities  firm. 

These  provisions,  too,  effectively  would  prevent  securities  firms  from  acquiring 
insured  banks  if  the  securities  flmi  engaged  in  significant  levels  of  Insurance,  mercharU 
bankirtg  and  other  n on- securilies  activities.  We  believe  that  securities  firms  should  t>e 
allowed  10  affiliate  with  commercial  banks  wiffiout  requiring  the  securities  firm  to  change 
sutistantially  its  operations.  Also,  these  provisions  would  have  the  effect  of  forcing 
securities  firms  to  choose  between  continuing  to  engage  in  non-financial  activities  or 
engaging  in  bank  activities.  Specifically,  the  Act  would  require  a  securities  firm  to  divest 
the  shares  of  any  companies  engaged  in  non-tinanciai  activities  (as  determined  by  the 
Board),  generally  within  5  years,  and  in  any  event  by  10  years.  Currently,  it  is  common 
s  firms,  through  their  merchant  banking  and  other  operatkins,  to  engage  in 
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adiviiies  that  mighl  not  be  deemed  to  be  financial  activities.  We  believe  a  more 
compelilive  and  fair  approach  is  to  permit  securities  fimis  to  continue  engaging  in  non- 
financial  activities,  without  restriction,  and  to  impose  lirewaNs  to  prevent  inappropriate 
lending  and  similar  arrangements  wiUi  alfiliated  banks. ^ 

There  is  also  some  ambiguity  as  to  what  activities  the  Board  should  deem  lo  be 
financial  activities  and  how  firms  stioukf  calculate  'total  consolidated  capital  and 
surplus.'")  These  provisions  raise  additional  concerns  atmut  joint  marketing  and 
coiporale  slruclure. ' ' 


Functional  Ragulation.  SIA  believes  thai  securities  activities  by  any  entity,  be  it 
a  broker-dealer  or  a  bvik.  raise  concerns  as  to  the  adequate  protection  of  investors 
and  the  operation  of  fair  and  etticienl  securities  markets.  The  discrepancies  t»tween 
tfie  regulatory  treaBnenl  of  banks  and  broker-dealers  t>ecome  more  pronounced  and  of 
greater  concern  as  bank  securities  servces  become  widely  and  aggressively  promoted 


i  also  woikl  rBqun  a  tecuiWei  firm  to  wigaga  only  In  Ihoss  non-financiBl  adivfliB  in 
k1  as  of  the  date  It  acquired  a  bank.  Tlie  eflect  of  these  provisions  couM  be  to  prevent  a 
mm  punuing  kgflifnMs  businsss  opportunttias  nacauaiy  to  remain  compstitlve.  Again, 
a  rrwrecompetKluearv]  fair  approach  JstopermH  securities  firms  lo  conllnus  engaging  In 


IS  used  in  ttM  pan  of  Ihe  Act  (and  all 
IBHCg)  are  largely  undefined.  For  eiainpfe,  tlw  Ad  does  not  provide  ilgnillcant  guidance  as  to  what 
•clivilieslheEioaidshoulddeemtobetinancialBClhities.  Ttta  Ad  also  doas  not  specify  ttow  a  linn 
•ngaging  in,  for  example,  diverse  activities  —  such  as  insurance,  real  estate,  securities  artd  banking 
•cUvHivs  —  is  to  calculate  its  ^daJ  consolidBted  capital  and  suiptus.'  In  this  rsgaid,  fams  engagirtB  in 
these  dllfeter^  activities  lypicaly  calculate  capital,  surplus  and  sirntarfuunclal  measures  in  substantially 

^  '  The  Act  would  prevent  a  bank  owned  by  a  securities  firm  tR>m  jointly  maitieting  any  product  or 

>enk«  of  any  alfiliale.  tMetwIievsthatttw  restrldicinis  notnacessary.  In  this  regard,  no  comparatile 
reslridion  is  imposed  with  respect  to  )c>int  maiketinB  between  an  insured  depository  instiluton  and  a 
Sectkm  10  Affiliate,  and  it  is  nM  clear  why  such  a  rostrictkin  should  apply  to  a  bank  owned  by  a  securities 
lam.  Also,  the  Act  appears  to  requite  all  r)ort-securilies  activities  to  be  conducted  in  one  or  more 
■utokliaries  ot  the  secufaim  (irm.  For  example,  if  a  securities  (irm  Bngased  in  non-securilias  acliviltes  at 
the  parent  company  level,  the  Act  aFoarently  wouM  require  the  secuiities  firm  lo  reslmdure  Us  operations 
so  that  those  activjties  were  perlormed  by  a  sutsidiary.  Moreover,  tiie  Act  coukJ  be  read  to  require  those 
activities  to  beperloimed  by  a  subsidiary  lor  at  least  two  years  prkw  lo  the  lime  llie  securities  lirm 
acquired  an  insured  bonk.  Weareawaieof  no  valid  reason  that  a  securities  (km  should  be  required  lo 
ctiange  >s  corporate  structure  in  such  a  way  ki  older  to  acquire  an  insured  tank. 
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and  used  by  (he  public  {witness  the  recent  customer  confusion  between  federally 
insured  bank  deposits  and  uninsured  mutual  fund  investments  sold  through  t>anks). 
While  the  Act  generally  would  provide  for  functional  regulation.'^  theie  are  notable 
exceptions.  For  example,  a  bank  could  continue  to  act  as  a  broker,  dealer  or 
underwriter  of  certain  bank-eligible  securities,  without  being  required  to  register  with  the 
SEC  as  a  broker- dealer.  Similarly,  a  bank  that  was  not  affiliated  with  a  Section  10 
Affiliate  could  engage  in  private  placements  to  accredited  investors,  without  being 
required  to  register  with  the  SEC  as  a  broker- dealer.  And,  in  addition  to  providing  other 
exemptions  for  banks  from  the  SEC's  broker-dealer  registration  requirements,  the  Act 
also  would  permit  a  bank  to  engage  in  as  many  as  1,000  brokerage  transactions  each 
year  without  registering  as  a  broker-dealer. 

In  addition,  SIA  believes  the  Act  creates  an  unnecessarily  complicated  regulatory 
structure.  We  believe  the  role  ol  the  federal  banking  agencies  should  be  clearty 
defined.  The  Federal  Reserve  Board  or  the  appropriate  federal  banking  agency  should 
be  responsible  tor  regulating  the  insured  t»nks  in  a  holding  company.  The  Board's 
oversight  responsibility  for  a  holding  company  that  contains  banking  and  other  financial 
serwces  should  be  to:  1)  enforce  any  restrictions  on  transactions  between  the  insured 
tiank  and  the  other  affiliates  urithin  the  htfding  company:  and  2)  ensure  that  there  is 
sufficient  capital  in  the  holding  company  to  pro^nde  that  it  serves  as  a  source  of  strength 
for  the  insured  bank. 

The  registered  broker  dealer  should  continue  to  be  regulated  by  the  SEC  or  the 
appropriate  securities  regulator  (such  as  the  Commodity  Futures  Trading  Commission). 
The  activity  ol  the  registered  broker  dealers  should  not  be  regulated  by  the  federal 
banking   regulators.      Other   activities   such   as   insurance,   merchant   banking,   or 
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commercial  activities,  wTiich  are  not  now  regulated  by  federal  banking  regulators, 
should  be  regulated  in  the  manner  they  are  today. 

V.        Conclusion 

We  commend  Chairman  Leach  wid  this  Commiltee  lor  your  efforts  to 
comprehensively  reform  the  financial  services  industry,  and  we  support  those  efforts.  It 
is  long  pasi  lime  to  revamp  a  regulatory  structure  that,  while  helping  to  maice  the 
nation's  commeiciai  and  investment  banking  systems  into  national  assets,  has  been 
rendered  obsolete  tiy  deregulation,  immense  business  changes,  and  technological 
advances.  The  legal  separation  between  commercial  and  investment  banking  no 
longer  reflects  the  realities  of  today's  very  different  financial  marketplace.  That  barrier 
in  turn  increases  costs  to  customers  and  decreases  the  efficiency  of  the  financial 
services  industry. 

To  be  sure,  differences  between  the  commercial  and  investment  banking 
businesses  continue  to  warrant  differences  in  regulation,  and  unfettered  combinations 
betwe^  commercial  and  investment  banks  still  may  give  rise  to  various  concerns, 
including  the  undue  concentration  of  financial  power  in  a  single  entity.  However,  In 
today's  finartcial  world,  the  Glass-Sieagall  Act's  separation  of  commercial  and 
investment  banking  is  an  unnecessarily  blunt  anachronism  with  which  to  regulate  these 
legitimate  concerns.  The  Glass-Steagall  Act  is  ttie  legal  equivalent  of  a  sledge 
hammer,  when  a  scalpel  is  required.  SIA  looks  toward  to  assisting  the  Chairman,  the 
members  of  the  Committee  and  their  staffs,  with  crafting  a  bill  that  truly  relorms  the 
regulation  of  financial  services  to  provide  competition  without  federal  subsidies,  a  two- 
way  street  for  entrance  into  banking  and  securities  activities,  and  functional  regulation. 
Such  a  bill  would  provide  for  equal  competitive  opportunities  for  all  financial  services 
providers  which  would  ultimately  benefit  the  taxpayers  and  consumers  of  financial 
services. 
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L  DnSODUCnONffiUMMAMY 

My  nunc  b  Matthew  P.  Fink.  linPrMdmUrf  fcelinmiumlCopyny  InrtitnicHie 
national  UMCulian<rf  the  AmcticaniinKttinentcaapanyindutby.  Hie  baiilntc's 
roembenhip  indude»  5J10  op«n  wid  itiiicrtuwa  n»iyM»i.i  ('motual  fundQ,  471  dotd  ml 

memben  have  imi  li  ol  over  S2  IriDiai^  accounting  far  ^ywatimeltly  95  pgcent  of  total 
industry  lEiets,  and  Mive  over  38  million  indrridual  dianholdos.  The  Institute's  monber* 
indude  mutual  funds  advised  l>y  iiiui  iliimil  iiMiiisiiiii|!,  firms,  Imitii  ifaaU  n.  insurance 
conyanies,  and  commBdal  firms.  Tlie  botitule'B  monbas  also  indude  appnvdroalely  1200 
mutual  funds  advised  by  bank*,  accouftfing  far  almost  90  pereent  ct  aD  mutual  funds  advised 

1  am  pleased  to  be  here  today  to  testify  on  HJL 1062, 4ie  "Hnandal  Service* 
Competitiveness  Act  of  1995,' inbodiHXd  by  Chairman  Lcwli.  This  biD  would  repeal  (he 
dass-Steagall  Acf  t  restrictions  en  banks  securities  activities  and  address  ineffiaenies  in  the 
regiilatoiy  (oversight  of  bank  securities  activities.  In  addition,  the  bill  would  amend  die 
Investment  Company  Act  to  establish  investor  protectioni  tailored  for  banks  Aat  advise 
mutualfund*.  These  pnjvisions  would  panDd  the  investor  fnotectiads  already  contained  in 
ttte  Investment  Company  Act  «rilh  reqwct  to  securities  firms  that  advise  mutual  funds.  The 
bill  »l»o  would  nwdernize  the  federal  seouilie*  laws  by  npealing  the  exemptions  far  banks 
from  regulation  as  investment  advisers  and  broker-dealers.  The  Institute  broadly  wqyocls 
flie*e  prDvi*ians  of  HJL  1062. 
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The  Iiwtilule.  however,  has  strong  reservations  about  die  extent  of  Federal  Re*«rve 
Board  oversi^t  of  non-bai^  activities  under  ttw  bill.  Secondly,  Uk  InsQtute  supp<»ta 
amending  the  Bank  Holding  CoD:q>any  Act  to  establish  a  "two-way  street*  for  securities  firms 
Aai  with  to  engage  in  commercial  banking.  The  absence  of  such  amendments  to  the  Bank 
Holding  Gimpany  Act  is  stHnelhing  that  we  h(^  will  be  remedied  lo  that  a  successful 
legislative  outcome  can  be  achieved.  In  our  view,  such  amendmoits  would  simply  establish 
ctnnpebtive  equality  between  securities  firms  aitd  banks. 

II.         BACKGROUND 


Snce  1940,  when  Congress  enacted  the  Investment  Company  Act,  the  mutual  fund 
industry  has  grown  steadily  hxim  68  funds  in  IMO  to  over  5,000  funds  today,  and  frinn  assets 
of  $418  million  in  1940  to  over  S2  trillion  today.  Mutual  hind  sMel*  iK>w  are  only  slightly 
below  commerdal  bank  deposits. 
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Mutual  Fund  Assets,  1980-1994 


Bank  Deposits  and  Assets  of  Mutual  Funds  and 
Life  Insurance  Companies 
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Many  facton  have  contiibulcd  to  Oie  growth  of  the  mutu«l  fund  induttry  ovcrlhe 
years.  They  indudt  the  capital  appredatJon  of  portfolio  MCiuitie*,  additional  purduMa  by 
Mining  fund  thareholdcn,  new  product*  and  wrvioet  deaipied  to  meet  changinB  inveitar 
needs,  the  growth  of  the  retinment  plan  maritet,  imieaied  investment  by  institutianal 
invetun,  new  dittribution  channd*,  and  a  ahift  by  individualt  and  inititutiant  from  direct 
ifestmmt  ttutnigh  mutual  funds. 


FlgursS 

Components  of  Mutual  Fund  Asset  Growth 
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In  our  view,  tfw  most  important  factor  attributing  to  growth,  however,  is  that  mutual 
hmds  are  Eub)ect  to  stringent  regulation  under  the  Investment  Company  Act  This  regulatory 
sdieme  imposes  a  strict  discipline  on  mutual  funds  to  which  other  pooled  investment  vehicles 
generally  are  not  subject  and  provides  an  important  source  of  investtH  confidence  in  the 
integrity  of  the  mutual  fund  industry. 
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Unlike  the  other  fedenl  KcurHies  laws,  trtndi  are  cksigncd  to  protect  in 
prinurily  through  disclosure,  the  Invettmenl  Cooipony  Ad  inyoaea  >  series  of  detailed, 
aubslanlme  requiiementi  and  ceitiictians  on  the  fbucture  and  day-to-day  operations  of  mutual 
funds.  The  coie  objectives  of  the  Act  are  to:  (l)<»*»'B^ut'iivestocB  receive  adequate, 
accurate  infonnation  about  the  mutual  fund:  (2)  protect  the  jrfiyMol  integrity  of  the  fund's 
assets;  (3)  prohibit  oi  regulate  fonns  of  sdf-deaHng;  (4)  restrict  unftur  and  tintound  capital 
structures;  and  (5)  ensure  the  fair  valuation  of  investor  purduses  and  redemptions. 


Banks  and  their  affiliates  are  cuirandy  permitted  to  engage  in  a  wide  range  of  mutual 
fund-related  activities.  These  activities  indude:  (1)  serving  as  a  fund's  investment  adviser;  (2) 
providing  discount  and  full-service  bmkenge  services  wiOt  respect  to  sales  of  mutual  fund 
shares;  (3)  providing  administrative  senricea  to  a  fund;  and  (4)  serving  as  a  fund's  transfer 
agent  and  custodian.  The  Glass-Sleagall  Act,  however,  prohibits  banks  from  sponsoring,  or 
underwriting  or  distributing  the  shares  of,  a  mutual  fund,'  In  addition,  the  Glass-Steagali  Act, 
as  interpreted  by  the  Federal  Reserve  Board,  bars  officers,  directors,  arkd  employees  of  any 
member  bank  from  servir\g  as  a  director,  officer,  or  employee  of  a  mutual  fund.' 

Despite  these  limits,  the  participation  of  banks  and  dieir  affiliates  in  Ote  mutual  fund 
industry  has  increased  substantially  in  recent  years.  For  example,  six  years  ago  bank  mutual 
fund  sales  were  limited  primarily  to  sales  of  noiyroptietary  funds  fi-e-  funds  advised  by  an 


'  Sections  16  and  21  of  the  Class-Steagall  Act  prahibil  banks  from  sponsoring,  or  undawriling  or 
distributing  the  bhdres  of,  mutual  funds.  Section  20  of  tlie  Act  pmhibits  national  banks  and  stale  iariki 
thai  are  members  of  the  Federal  Reserve  System  from  affiliating  wlOi  ompanin  engaged  in  sponsoring, 
or  underwriting  or  distributing  the  shaies  of,  mutual  funds. 


fd  Section  32  of  the  Glass-Steagall  Act  lo  pndulrit  ttHse  interlocks. 
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entity  unrelalcdio  Aw  bank).  While  ules  of  nonpn^iietary  fund*  *ti)l  MCOimt  Idf  Qw  nu)oHty 
of  bank  mutual  fund  sales,  today  over  119  bank»  offer  propiietuy  mutual  fundi  (Le^  fundi 
advised  by  the  bank),  witti  approximately  $30Q  billion  of  uaeti  under  nuivgemenL 


Bank  New  Sales  of  Ptoptieiaxy  and 
Nonproprietary  Long-temri  Funds 
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Assets  of  Proprietary  Bank  Mutual  Funds 
and  All  Mutual  Funds 


Bank  entry  into  the  munuJ  fund  busineu  hu  proven  to  be  i  poaitlve  development  (or 
d)e  banking  industry,  the  mutual  fund  industry  and  the  invetling  public.  At  the  tame  tiine, 
however,  the  growth  of  bank  partidpation  in  the  mutual  fund  buiinen  -  which  hu  taken 
place  in  the  absence  of  authorizing  legislation-  requires  that  several  outstanding  mattes  be 
addressed  by  Congress,  TheseindudetlMrtcedto(l)removcunnectssaiylegall»niersto 
bank  mutual  fund  activities;  (2)  clarify  the  responsibilities  of  the  various  regulators,  lo  that 
duplicative  regulation  and  gaps  in  regulatitm  are  avoided;  (3)  where  apprcfiriate,  modernize 
the  Investment  Company  Act  to  add  investor  protection  provisions  tailored  for  banks  that 
advise  or  ^onsoc  mutual  funds  (parallel  investor  protectitni  provisiiKis  designed  for  securities 
fimts  that  advise  or  sponsor  mutual  furtds  are  already  contained  in  the  Investment  Con^wny 
Act);  and  (4)  repeal  outmoded  exemptitms  fee  banks  under  the  federal  securities  laws,  which 
were  eitacted  at  a  time  when  bank  securities  activities  were  far  mc^e  limited.  While  HJt.  10G2 
largely  answers  many  of  tfiese  eoncems,  it  doe*  not  address  the  in^orlanl  additional  need  to 
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establlih  ■  'two-way  street"  for  KcuritiB  finni  wishing  to  engage  in  cominerda]  banking.  Nor 
doei  it  ralicnalize  the  role  of  the  Federal  Reserve  Board  vis-i-vis  the  nonbanldng  activities  of 
tudiGnm.  In  our  view,  amendment  of  the  Bank  Heading  Con^uny  Act  for  tudipurpoMi  is 


m.       EXPANSKm<»  BANK  MUTUAL  FUND  POWERS 

A*  part  of  a  broader  blD  that  would  accomplish  the  purpoaei  set  forth  above,  the 
Institute  supports  the  expansion  of  banks'  mutual  huul  powers.  The  federal  courts  and  the 
federal  banking  agencies  have  allowed  banks  to  engage  In  most  mutual  fund-iclatcd  activities, 
and  the  remaining  restrictions  under  Ate  GUss-Steagall  Act  are  increasingly  perceived  as 
'statutory  vesHgei*  that  serve  no  useful  purpose  in  today's  financial  markets. 

In  particular,  the  Institute  stroi^y  supports  H.R.  1062's  amendment  to  Section  20  of  the 
dass-Steagall  Act  that  would  enable  bank  affiliates  to  sponsor,  and  underwrite  and  distribute 
the  shares  of,  mutual  funds.  The  Institule  also  strongly  supports  the  bill's  amendment  to 
Section  32  of  the  Glass-Stcagall  Act  that  would  permit  an  officer,  director,  or  employee  of  a 
member  bank  to  serve  simultaneously  as  an  officer,  director,  or  employee  of  a  bar\k  securities 
affiliate.  The  Institute  notes,  however,  that  the  bill,  as  drafted,  would  leave  intact  the  current 
restriction  on  interlocking  directorates  between  a  fund  and  its  affiliated  bank.'  The  Institute 
believes  diat  the  bill  should  be  amended  to  remove  (his  restriction. 


'Section  101(b)  of  the  bill  would  amend  Section  32  ol  the  GUss-Sleagall  Act  to  permit  an  officer, 
director,  oi  employee  of  ■  member  bank  to  serve  siinultaneauily  u  ■  director,  officer,  or  employee  of 
dw  tecuritia  affiliate.  Since  ttie  bill's  definition  of  "lecurilia  affiliate"  do«  not  include  a  mutual  fund. 
however,  it  appears  that  Section  32,  as  intcrpreMd  by  dte  Federal  Reserve  BoanL  would  continue  to  bar 
officers,  directon,  or  employees  of  any  memtwr  bank  from  serving  as  an  officer,  director,  or  employee  of 
a  mutual  fund. 

The  Board  has  also  interpreted  die  ban  on  tnlerkxrking  directorates  to  apply  to  interlocks  between  a 
member  bank  and  ■  corporation  ttiat  provides  investment  advisory  and  reined  tervkea  to  mutual  funds 
in  certain  drcumstances,  including  those  in  whtdi  the  corporation  was  "ovsted  for  the  sole  purpose  of 
serving*  particular  fund,  and  its  adiviiia  were  limited  to  tfutfunctim."  12  CFR  218,107,  Thelnstilute 
supports  amending  the  bill  to  remove  this  bar. 
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IV.       REGULATION  OF  BANK  MUTUAL  FUND  ACnvmES 

A.         Currmt  ReguUtoiy  Emrfminiwnt  and  lh«  Need  faf  Fnnrtioml  Regnl.tloB 

Exemptians  for  bank*  under  cuirent  Uw,  which  trt  dlscuued  more  fully  bdow,  have 
prompted  the  federal  banking  igendes  to  establish  tfieir  own  c<Mr^)eting  regimes  for  regulation 
ofbank  mutual  fund  activitiea.  Inevitably,  ttiis  hai  created  regulatory  inctnaistendes  and 
duplication  of  effort  and  pUced  unique  regulatory  burdens  on  banks  engaged  In  the  mutual 
fund  business. 

HJt.  1062  properly  addresses  Ac  oversight  roles  that  the  SEC  and  the  federal  banking 
regulators  should  have  over  bank  mutual  fund  activities  by  making  dear  tfiat  the  federal 
baiUdng  agencies  should  geiwially  defer  to  Hv  SEC  tnt  matters  regarding  baidc  mutual  fund 
activities.   For  several  reasons,  the  Institute  strongly  supports  this  'functioiul*  approadi  b) 
regulation  of  bank  mutual  fund  activities.  First,  it  is  an  efBdenl  and  re^scnsible  use  of 
taxpayer  dollars  and  govenunent  resources.  There  is  no  justification  for  creating  and  trainiiig 
"mJni-SECs"  to  do  the  job  that  Congress  created  the  SEC  to  do  and  which  Oie  SEC  ha*  been 
doing  for  over  50  years.  Second,  functional  regulation  provides  the  greatest  assurance  of  die 
continuing  safety  and  soundness  of  banks  engaged  in  the  mutual  fund  business.  If  bank-scdd 
or  bank-advised  funds  are  fully  subject  to  regulation  under  the  federal  securities  laws,  there  is 
a  greater  likelihood  that  banks  will  coiduct  their  mutual  fund  activities  sut^ect  to  appropriate 
controls  and  thus  avoid  potential  liabilities  or  losses.   Third,  having  one  expert  securities 
regulator  will  minimize  the  regulatory  costs  on  banks  and  increase  the  likdihood  of  banks 
succeeding  in  the  mutual  fund  business.  Finally,  and  not  least  importantly,  a  single  set  of 
regulations  uniformly  applied  will  lead  to  better  and  more  consistent  protection  for  mutual 
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L  Accordiiigly.lhelnMituUiuppartithcpraviilansof  H.R.1062th«lvc 
Intended  lo  clarify  the  r«p<»isibiUtia  erf  bank  and  *ecurifia  reguUtors,  lubject  to  certain 
modifications  noted  below. 

B.  lnfanw«tiBn  Sturin|  Ahh».,  th.  SfC  .nd  th«  Ftdw.l  B.nHng  Agmdej 

Section  140  of  the  tnll  would  require  the  appropriate  federal  banking  agency  to  thare 
with  the  SEC  the  results  of  any  examination,  reports,  records,  or  other  informabon  witft  respect 
to  the  investment  advisory  activities  of  any  bank  tx  separately  identifiable  department  of  a 
bank  to  the  extent  necessaiy  for  the  SEC  to  carry  out  its  statutory  responsibilities.  Similarly, 
the  SEC  would  be  required  to  provide  all  such  infoimabon  to  the  appropriate  federal  banking 
agency.  The  Institute  supports  this  provision,  which  provides  a  practical  response  to  a 
situation  where  more  than  otw  regulator  has  jurisdiction  over  Ihe  same  entity,  and  each 
regulates  a  different  aspect  of  that  enbty's  business.  An  infomuititKi  sharing  provision  like  the 
one  in  the  bill  should  assist  regulators  in  assuring  that  wrongdoii\g  and  quesbcnable  practices 
undetected,'  This,  in  turn,  should  lead  to  greater  investor  protection. 

In  addition.  Section  103(fX13)(A)  of  the  bill  would  require  the  SEC  and  tt«  federal 
banking  agencies  to  establish  a  program  for  sharing  infonnalion  concerning  compliance  with 
the  bin.  Section  103(f)(13)(F)  of  tix  bill  would  require  the  SEC  to  notify  the  federal  banking 
agencies,  and  Ate  federal  banking  agotcies  to  ru>tify  the  SEC.  when  an  order  of  investigation  is 
entered  or  an  enforcement  proceeding  is  Initiated  against  a  broker-dealer  or  adviser  that  is 
affiliated  with  a  bank.  Section  103{f)(13)(G)  of  the  bill  would  require  the  SEC  and  the  federal 


'  The  Institute  suggests  modifying  the  bill  to  require  the  SEC  and  the  federal  t»nklng  agenda  to  ttiut 
■ecords  that  each  "have  access  to'  rather  than  merely  records  the  agencies  "have"  unce.  as  a  practical 
matter.  Ihe  requisite  agency  might  not  have  in  its  poasession  Ihe  records  lought  by  Ihe  requesting 
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banking  agenda  to  coocxlinate,  to  Oie  extent  practicable,  enforcement  actions  where  the  acticns 
are  based  on  ^  same  ot  related  events.  The  Institute  supports  such  coordination  between  the 
SEC  and  the  federal  banking  agende*  and  is  hopeful  thai  it  will  lead  to  moic  con^>Tehensive 
and  consistent  oversight  of  banks  engaged  in  the  mutual  fund  business. 


SectiOT  103(f)(13)(H)  of  the  bUl  explicitly  provides  that  the  federal  banking  aj 
not  have  the  authority  to  examine  mutual  funds  not  affiliated  with  bank*.  The  Institute 
supports  this  provision  because  it  believes  that  any  beneGl  to  be  derived  ftool  the  banking 
agencies  examining  mutual  funds  thai  are  not  afGliated  witti  banks  would  be  outweighed  by 
the  regulatory  tnirden  placed  on  funds  and  bar\ks.' Furttiennore,  since  the  SEC  already 
examines  mutual  funds,  it  would  be  an  inefficient  use  of  government  resources  for  the  banking 
agencies  to  duplicate  those  efforts. 

Section  ]03(fX13KD)  of  the  bill  would  require  the  bankir^  agencies,  to  the  extent 
practicable,  to  use  SEC  examirtatlon  reports  of  advlseis,  mutual  funds,  and  broket-dealcTs 
affiliated  with  banks  and  to  defer  to  sudi  examinations  for  ascertaining  corr^liarKe  wittithe 
federal  securities  laws. 


Is  Ihal  the  OCC  hai  drafted  guidelines  for  lis  eiamlners  lo 


virtually  all  aspects  o(  mutual  fund  operatians  when  a  bank  oi 

mutualfund.  This  appean  Id  encompass  mutual  funds  that  are  not  advised  by  or  otherwise  aSiliated 
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The  Imlitute  pmioutly  has  cxpnned  ill  concern  over  (he  unique  regulitory  burden*  ^aceil 
on  btnk*  engiged  in  the  muhuU  fund  busineu  and  hat  itited  thil  duplicative  cxunliuHons  by 
tfte  SEC  and  the  federal  banking  agendei  (hould  be  avoided.  Thii  provision  appean  to 
addicM  ttl*  concern.* 


Section  103(fX13)(E)  of  A*  bill  would  requin  the  federal  barddng  agendei  to  dein  to 
the  SEC  regarding  all  interpretationa  and  enfoRxmenl  of  the  federal  Mcuiltiei  laws  relating  to 
invettmentadviscn  and  mutual  huidt.  The  InMituie  strongly  supports  this  provision  and 
rtotes  that  it  should  promote  more  effideiM  artd  ttreamlined  gavermnenl  by  requiring  one 
teguIatOT  with  the  moM  expertise  to  interpret  ttie  federal  lecuritiei  laws. 


V.         INVESTMENT  COMPANY  ACT  INVBSTOR  PROTECTION  AMENDMENTS 

The  Investment  Coor^Mny  Act  contains  a  number  of  provisions  that  address  the  risk 
that  an  investment  adviser  will  enter  into  transactions  that  benefit  the  adviser  or  a  related  party 
to  the  detriment  of  the  fund's  shareholders.  While  these  provisions  apply  to  any  entity  that 
advises  a  mutual  fund  (including  any  bank),  they  are  ipedfically  directed  toward  conflicts  ttui 
may  arise  whcnaparticular  type  of  jcoidliCl^IIIiadvisesa  fund.  For  example.  Section  10(f) 
of  file  Act  prohibits  a  mutual  fund  from  purchasing  shares  during  the  existence  of  an 


*  The  InMltute  suggests  deleting  Itie  phrase, 'to  Ow  extent  prKticable*  to  more  deaiiy  establish  ttw  SEC 
as  die  furwiional  ivgulator  of  ttw  mutual  fiind  activities  of  Innks.  EqiedaUy  bi  light  of  ttie  bill's 
Infonnatian  iharing  nquimnoili,  dM  federal  banking  agendes  should  not  have  the  need  to 
indepoidenlly  examine  mutual  funds  registered  wiOi,  regulated  by,  and  subject  to  exsminatiai  by  Oie 
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underwriting  if  its  invnbnenl  adviser,  or  an  affiliated  petstxi,  is  a  principal  underwiitet  of  6k 
offering.  Section  17(a]  prohibits  an  adviser  to  a  mutual  fund  from  selling  securities  or  property 
to  the  fund  vhile  acting  as  principal.  Section  17(e)  is  directed  at  brokers  thai  advise  mutual 
funds  and  limits  the  commissions  that  such  brokeis  may  accept  in  connection  with  a  sale  of 
securities  to  or  for  an  affiliated  fund. 

The  reason  these  provisions  are  focused  on  securities  firms,  lattier  than  banks,  most 
likely  is  that  at  the  time  ftiey  were  enacted,  it  was  thought  frial  Oie  Glass-Steagall  Act  prevented 
banks  and  their  affiliates  from  qxxucxing  oi  advising  funds.  Consequently,  the  Investment 
Company  Act  does  not  currsnlly  address  parallel  conflicts  that  may  arise  in  situations  where  a 
bank  or  a  bank  affiliate  sponsors  or  advises  a  mutual  fui\d, 

H.R.  1062  would  amend  the  Investment  Company  Act  by  addmg  these  types  of 
investor  protection  provisiou.  In  general,  the  Institute  supports  the  bill's  provisions,  which 
are  especially  Important  given  the  expanded  role  of  banks  in  the  mutual  fuiYd  business.  We  are 
pleased  that,  for  the  most  port,  ttiese  provisions  are  limited  to  those  necessary  to  address  Ae 
core  conflicts  thai  can  arise  between  a  mutual  fund  and  an  affiliated  bank,  such  as  a  when  a 
baitk  serves  as  a  custodian  for  an  affiliated  fund,  when  a  bank  loans  money  to  an  affiliated 
fund,  or  when  a  bank  causes  its  affiliated  fund  to  purduse  securities,  the  proceeds  of  which  are 
used  to  retire  indebtedness  owed  to  an  affiliated  bank. 


db,  Google 


iW 


Mutual  fund  shareholders  should  be  assured  of  protection  against  these  conflicts,  just  as  Ihey 
now  enjoy  protection  fiom  the  analogous  conflicts  that  can  arise  betweoi  a  mutual  fund  and  an 
affiliated  securities  fiim.  In  addition,  it  should  be  noted  thai  nun-nt  hanking  laiw  rin  nnt 
address  these  ccmflicts. ' 

Convenely,  we  believe  that  legislation  should  not  impose  restrictitxis  on  banks  Ihat  go 
beyond  those  necessary  to  address  ttieae  unique  investor  protection  issues.  In  general,  H.R. 
1062  avoids  this  problem.  We  would,  however,  recommend  certain  chai^ges,  such  as  replacing 
thebill's^mtututifBlS  on  certain  activities  with  grants  of  rulemaking  authority  to  the  SEC  to 
regulate  such  activibes.  Since  banks  are  now  major  partfdpanb  in  the  mutual  fund  business, 
the  eructment  of  new  pn^bitions  could  prove  to  be  unnecessarily  disruptive. 

The  Institute  would  welcome  the  c^Jportunity  to  provide  the  Committee  with  more 
spedfic  cranments  mi  these  provisiixis  in  die  near  future. 


'  For  example,  while  Sections  23A  and  23B  of  the  Federal  Reserve  Act  apply  to  certain  tnnsactiofii 

between  member  banks  and  their  affiliates,  including  affUiated  mutual  huids,  these  are  intended  to 

protKI  the  bank,  not  the  mutual  Fund  or  its  shareholders.  Thus,  for  eumple.. 

between  a  bank  and  an  affiliated  fund  on  terms  tfi, '  '         ' '   ' 

obtain  in  in  aim's  length  transartion  with  another 

23A  or  23B,  even  though  it  could  be  contrary  to  the  interests  of  the  fund  ir 

Anotfwr  important  provision  is  Section  It  1  of  the  bill,  which  would  clarify  that  the  Investment 
Company  Act's  eiclusion  for  common  trust  funds  is  only  available  for  common  trust  funds  thai  are  nol 
advertised  and  are  not  charged  certain  additional  fees  or  eipensH.  TTiis  provision  is  crilkal  to  the  goals 
of  H.R.  1062  and  should  be  enacted.  If  common  trust  funds  could  be  advertised  and  charged  double 
fees,  they  would  become  indistinguishable  from  mutual  funds  and,  as  sudi,  should  tegistei  widi  die 
SEC. 
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Tlw  InvettinenI  Advisen  Act  of  1940  «ictucl«*  bank*  ind  bank  holding  ccmpiniei  from 
TCgjllration  and  regubticn  as  invettment  advisen  (although  nibsidiaries  and  affiliates  of  banks 
aie  not  exempt),'  As  a  result,  ttie  SEC  can  inqiect  the  record*  of  a  bank-advised  mutual  fund, 
but  lacks  auttioHty  to  review  oflter  bank  records  that  might  be  relevant  to  an  examinatitai  of 
dw  mutual  fund's  portfolio  transactions.  In  addition,  banks,  unlike  other  investment  advisers, 
are  not  subject  to  the  Iiwettment  Advisers  Acft  testrictiona  on  performance  fees,  principal 
transactiMtt  and  agency-cross  transactions.  Consequently,  purchasers  of  bank-advised  funds 
do  not  receive  die  same  protectitms  under  the  federal  securities  laws  as  investors  in  other 
mutual  funds. 

H.R.  1062  wisely  elimiiutes  this  gap  in  die  federal  securities  laws  by  removing  the 
Advisers  Ad  exemption  for  banks  and  bank  holding  companies  that  advise  mutual  funds.  In 
addition,  the  bill  would  fiermit  a  bank  to  conduct  these  advisory  activities  in  a  sqiarately 
identifiable  department  or  division  of  a  bank.  The  Institute  believes  that  banks  arul  bank 
holding  companies  dtat  advise  mutual  funds  should  be  held  to  die  same  standards  as  other 
investment  advisers.  The  Institute  also  supports  permitting  bar\ks  to  conduct  these  activities 
in  a  separately  identifiable  department  of  the  bank. 


'  Section  2DZ(a)(ll)  of  the  Inveslmmt  Advit 
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Most  banks  conduct  theii  iilea  of  Mcuritie*  dirough  registered  broker-de«len  dut  are 
tubject  lo  regulation  by  Ae  SEC  and  telfregulabiry  organizations  that  are  supervised  by  the 
SEC.  Banks  that  directly  sell  securities,  however,  are  exempt  fiaai  the  definilions  of  broker  and 
dealer  under  the  Securities  Exchar\ge  Act  of  1934.*  Consequendy,  such  banks  are  not  required 
to  register  with  R' be  regulated  by  the  SEC  as  brcdxrs  or  dealers.  Likewise,  by  definition,  banks 
are  excluded  from  membership  in  self-regulatory  organizations  such  as  the  National 
Association  of  Securities  Dealers.  Iik.  ("NASD*)."  Thus,  bank  employees  engaged  in  sales 
activiiies  are  not  required  to  con^lete  professional  licensing  requirements  applicable  to 
persoimel  of  other  broker-dealers,  nor  are  they  required  lo  comply  with  self-regulatory  rules." 
Similarly,  bank  employees  who  assume  supervisory  duties  with  respect  to  ottter  employees 
involved  in  sales  activities  need  not  pass  a  qualifying  examination  (unlike  other  broker-dealer 
persoimel).  MiRvovei,  because  such  persons  need  not  obtain  a  license  to  sell  securities,  they 
•I*  not  sulked  to  losing  ttieir  license  if  they  engage  in  in^roper  sales  practices,  as  is  the  case 
with  odier  broker-dealer  personnel. 

H.R.  106!  recognizes  the  need  to  functionally  regulate  l>anks'  retail  brokerage  activitiet. 
It  would  repeal  the  exemption  from  the  definition  of  broker  for  banks  that  publicly  solicit 
brokerage  busiiwss  or  receive  incentive  compensation  for  providing  brokerage,  and  that  do  not 
limit  their  activities  as  described  in  the  bill.  Similarly,  H JL 1062  would  amertd  tiie  definition  of 

'  Sectimu  3(aK<)  and  3(a)(5)  ol  Ihc  Secuiitiei  Exdunge  Act. 

'•  See  NASD  By-laws,  art.  I,  seclionj  (d),  (g). 

"  TTie  (our  federal  banking  agencies  jointly  isued  guidelines  for  banks  last  year,  stating  that  banks 
should  piDvide  bank  snployn  mgagKl  in  ul«  of  wcuritia  with  training  subsUntlvely  equivahnt  to 
that  required  for  persrauwl  of  registered  t>Toker-dea]CTS.  Bank  personnel,  however,  unlike  personnel  of 
legislered  broker-dealers  are  not  n^jiiii^tl  to  obtain  such  training.  S££  Interagency  Slatoneni  on  Retail 
Sales  of  Nondeposit  Investment  Products  (Febmary  IS,  1994). 
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dealer  In  Iha  Securities  Exchange  Act  to  include  banki,  excepl  those  banks  that  engage  in 
certain  dealing  activities  described  in  the  biD.  The  InsHtute  supports  these  provisions  of  H  Jt. 
1061 

VU.      BARRIERS  TO  ENTRY  TO  THE  BANKING  BUSINESS 

As  noted  above,  the  one  impoitant  objective  of  finandal  services  reform  that  H.R.  1062 
would  not  achieve  is  the  establishment  of  competitive  equality  between  banks  and  securities 
firms.  This  is  a  consequence  of  the  bill's  preservation  of  the  strict  s^aration  between 
"banking*  and  "commerce".  Specifically,  securities  firms  would  only  be  able  to  acquire 
insured  banks  by  becoming  financial  services  holding  companies  and  divesting  their 
nonfinandal  businesses  within  five  years.  This  approach  would  introduce  clear  competitive 
inequities:  all  banks  could  enter  flie  securities  business,  but  many  i>f  the  nation's  securities 
firms  could  not  own  commercial  banks.  To  provide  for  a  fair  aiul  balanced  conqsetittve 
enviroiunent,  Oie  Institute  strongly  recMnmends  that  ttie  Committee  amend  Section  4  of  tt« 
Bank  Holding  Company  Act.  which  currently  limits  the  activities  of  a  bank  holding  company 
and  its  affiliates. 

Many  of  the  nation's  large  securities  finns  are  affiliated  with  firms  engaged  in  various 
commercial  activities.  Consequently,  unless  tiie  ownership  restrictions  in  Section  4(c)(8)  of  the 
Bank  Holding  Company  Act  are  liberalized,  these  securities  firms  will  remain  unable  to  enter 
the  business  of  banking.  This  would  place  securities  firms  at  a  disadvantage  as  compared  to 
banks,  siitce  all  bai\ks  would  l>e  able  to  enter  the  securities  business.  This  competitive 
disadvantage  would  apply  to  a  broad  range  of  firms,  from  those  affiliated  widi  a  major 
commercial  corporatitm  to  those  that  may  own  a  small  affiliate  that  engages  in  nonfirtandal 
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activitiei.  (For  cxan^lc,  one  invcttment  adviser  to  *  mutual  fund  owns  a  puUiihing  company 
and  ■  lunousine  kxvUx.  Anollier  own*  a  gold  mine.)  Since  securitiea  Anns  have  never  been 
tubiect  to  the  types  of  reitiictions  aet  forth  in  Section  4(c)(6).  there  would  have  been  no  reaton 
for  Atem  to  avoid  entering  >uch  biitinewe*   Yet  these  types  of  butmewes  could  become  a 
significant  handicap  under  H.R.  1062, 

Many  of  the  nation's  largest  securities  firms  also  are  affiliated  with  finns  engaged  in  the 
insurance  business,  leal  estate  business  or  other  Imsinesses  that  might  t>e  considered  to  be 
"financial"  in  nature.  The  Inatitule  is  pleased  that  H.R.  1062  has  been  revised  in  a  manner  Out 
would  apparently  make  it  easier  foe  certain  erf  tfwse  securities  firms  to  enter  the  banking 
business.  Specifically,  the  bill  appears  to  pennit  a  securities  firm  that  becomea  a  financial 
services  holding  company  to  eigage  in  activities  that  are  detennined  by  ttw  Federal  Reserve 
Board  tobe'finandal"  activjtiesorotheractivitiesincidental  thereto.  The  Institute  is  very 
concerned,  however,  tftal  Ae  analysis  accoD^anying  the  bill  states  that  "financial'  activities 
would  not  include  insurance  activities.  Furthermore,  the  bill  would  leave  ttw  detennination  of 
what  constitutes  "finandat"  activities  to  the  Federal  Reserve  Board,  rather  than  Congress.  The 
Iftstitute  Tec<nnmends  that  the  bill  m^ke  explicit  ttiat  insurance  and  real  estate  activities  are 
"finandal'  activities  for  purposes  of  Section  4(c}(S)  of  the  new  Financial  Services  Holding 
Company  Act.  This  will  assure  that  securities  firms  that  are  engaged  in  these  businesses  that 
choose  to  enter  tN  banking  business  will  not  be  ctxTq^etitively  disadvantaged. 

Other  p^cy  reasons  support  modiBcaticn  of  Section  4(c)(8}  to  permit  finandal  services 
holding  companies  to  engage  in  a  wide  range  of  finaiKdal  and  nonfinancial  activities. 
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For  example,  lestiicting  the  enti^  of  wcurities  firms  inlolhe  banking  business  could  limit  ui 
lirporUnt  source  of  new  capital  for  banks  and  reduce  competition  from  new  entrants  that 
would  likely  benefit  consumers." 

Moreover,  as  a  practical  matter,  the  approach  taken  in  KJL  1062  is  likely  to  prevent 
even  those  securities  firms  only  engaged  in  permissible  Snandal  ictivitics  from  becoming 
affiliated  with  banks.  This  is  because  any  such  securities  firm  would  be  forced  to  become  a 
financial  services  holding  company  subject  to  full  regulation  by  flie  Federal  Reserve  Board- 
Since  securities  finns  arc  already  subject  to  extensive  regulation  by  dw  SEC,  the  prosfiect  of 
duplicative  and  inconsistent  regulation,  and  the  attendant  costs  and  burdens,  will  act  as  a 
strong  deterrent  to  aQ^,securities  firm  seeking  to  acquire  a  bank.  For  example,  under  current 
law  a  securities  firm  ttiat  became  a  bank  holding  company  would  be  requited  to  file  an 
applicaUon  with  the  Board  before  it  could  acquire  voting  share  or  assets  of  any  business,  te 
register  with  the  Board  within  six  months  of  becoming  a  bank  holding  company,  to  submit 
annual  reports  (including  certain  certified  financial  reports)  to  the  Board,  and  to  coolly  with 
certain  capital  standards."  In  addition,  the  Board  has  the  authority  to  examir\e  bank  holding 


"  Sw  Hearings  concerning  H.R.  ISOS,  H.R.  6,  and  H Jt  15  before  dte  Subcooun.  on  Financial  Institutions 
Supervifticm.  Regulation  and  Insurance,  House  Comin.  on  Banking,  Finance  and  Urtian  Affairs  (April  30, 
1991)  (statement  of  Richard  C.  Breeden,  United  States  Securibes  Exchange  Commiuion)  (where  SEC 
Chairman  Breeden  staled  that  bar\ks  would  twnefil  from  the  ptentiful  capital  held  by  commercial  finm). 
See  also  Hearings  concerning  H.R.  192  twfore  ttie  SutKomm.  on  FiiuTKia]  Institutions  Supervision, 
Regulation  and  Insunrtce,  House  Comm.  on  Banking,  Finance  and  Urban  Affairs  (February  23. 1991) 
(statement  of  L.  William  Seidman,  Oulrmaii,  Federal  Deposit  Insurance  Corporation)  (where  Chairman 
Seidman  stated  that  permitting  any  company  to  affiliate  with  a  bank  would  potentially  provide  new 
sources  of  capita]  to  depository  institutions  and  that  allowing  banks  to  affiliate  with  financial  and 
nonfinandal  companies  would  contribute  to  dte  goal  of  "pladng  banks  on  safer  and  sounder  finartcial 
footing  over  the  long  run.") 

"  Ute  bistitute  supports  the  provisions  of  H.R.  1062  ttui  would  amend  t>w  Bank  Holding  Company  Act 
to  Etieamlirw  the  procedures  that  would  be  required  for  certain  financial  services  holding  companies  to 
acquire  the  shares  of  a  company  or  engage  in  new  activities.  Iliese  amendments,  however,  would  not 
go  Car  enough  to  resolve  the  potential  for  duplicative  and  inconsistent  regulation. 
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companie*  uul  theii  nibiiduriei  ind  hu  general  lulcnuiking  authority  ovet  the  activities  of 
bank  holding  companies  and  their  subsidiariei. 

Subjecting  such  fimu  lo  full  ragulation  as  bank  holding  cocnpanies  is  unieasonible  and 
unwairanled.  For  exair^Je,  it  appean  Out  any  Urge  broker-dealer  or  investment  adviser 
would  be  made  fully  subject  to  regulation  by  die  Fedenl  Reserve  Board  singly  because  it 
acquires  a  small  bank.  Sudi  a  result  would  make  no  mon  sense  ttian  would  sultjecting  a  large 
bank  to  SEC  regulation  because  of  its  sirudl  broker-dealer  affiliate. 

Moreover,  as  ackitowledged  by  Chairman  Green^un,  the  danger  of  having  an  umbrella 
supervisor  like  the  Federal  Reserve  Board  overseeing  all  of  te  activities  of  a  financial  services 
holding  company  is  that  Ute  market  may  bdieve  tftat  uniitsured  bank  holding  con^iany 
subsidiaries  have  available  to  them  the  subsidy  implicit  in  ttie  federal  safety  net"  Firudly, 
vesting  ttie  Federal  Reserve  Board  with  this  potentially  duplicative  crversighl  authority  appears 
to  be  an  unwise  use  of  govenunenl  resources  that  is  contrary  to  more  general  efforts  to 
streamline  goveirunent 

TIw  Institute  urges  SiatHJC  1062  be  revised  to  address  QiesecotKems.  The  Institute 
respectfully  coirunends  the  approach  taken  in  KJt.  814,  the  "Depository  Institubon  Affiliation 
Act"  torCommiHeeconsideration.  This  bill  would  provide  f<w  the  creation  of  a  new  type  o* 
financial  company,  the  "Financial  Senices  Holding  Company.'  A  finandal  services  bidding 
company  under  H  Jl.  814  would  be  permitted  to  own  insured  depository  institutions,  securities 
firms,  insurance  companies,  real  estate  conqunies,  or  any  oAitx  finartdal  or  nonfinartdal 
coirq»ny.  Each  financial  services  holding  company  affiliate  would  be  functionally  regulated. 
FcH- enanq^le,  the  SEC  would  regulate  any  fiitandal  services  holding  ctsr^uny  securities 
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affiliate."  The  ume  approach  was  taken  in  tfw  bill  aupporteil  by  the  Bush  AdminitlTatitai  in 
1991,  H.R.  1505,  the  Financial  Instituticms  Safety  and  Consumei  Choice  Act  of  1991".   In 
addition,  m  lettiinony  before  this  ConuniHee,  Secretary  of  the  Treasury  liobert  E  Rubin  Mated 
ttiat  the  AdministraUon  supports  pennitting  affiliations  among  banks,  securities  firms,  and 
insurance  companies.  Secretary  Rubin  alio  suggested  a  regulatory  framework  of  functional 
regulation. 

The  Institutt  would  be  pleased  to  work  with  ttie  Committee  on  ttw  appnudi  taken  in 
H.R,  B14  or  other  alternatives  ^1  would  address  die  need  to  estaUish  con^Jetithre  equality 
between  banks  and  securities  firms  as  part  of  the  pn^>osed  reform  of  financial  servioes. 

VIII.    CONCLUSION 

The  Institute  supports  comprehensive  financial  services  reform  legislation  Out 
recognizes  all  participants  in  the  capital  markets  as  having  an  interest  in  die  future  regulatory 
frameworic  of  the  financial  markets.  This  bill  will  not  succeed  if  It  is  viewed  as  singly  a  bank- 
powers  bill.  The  issues  of  competitive  equality,  functional  regulation  of  bank  mutual  fund 
activities,  and  comprehensive  investor  protection  under  the  Investment  Company  Act  tvc 
critical  to  the  debate,  and  wilt  help  to  detennine  the  outcome. 

H.R.  1062  would  facilitate  banks'  full  participation  in  die  mutual  fund  business  and 
would  minimize  duplicative  and  inconsistent  regulation  of  bank  mutual  fund  activities  by 
requiring  coordittation  among  the  SEC  and  the  federal  banking  ageivies.  H.R.  1062  also  would 
functionally  regulate  bank  mutual  fund  activities  by  establishing  a  set  of  investor  firotection 


"  Unlike  H.R  1062.  however. »  currently  drafted,  H.R  814  would  not  amend  Ow  Investment  Company 
Act  to  add  ^  Lmpoitont  Investor  protectton  provisions  noted  above  noi  would  it  amaid  the  Investment 
Advlseis  Act  to  lequirtbuiki  that  advise  mutual  funds  to  nglslerwldi  the  SEC.  We  Mrongly  urge  ttiat 
H  Jt.  B14  be  amended  to  add  such  pn>vi«ons. 


db,  Google 


as 

standards  for  banks  thai  advise  or  sponsor  mutual  funds  parallel  to  those  applicable  to 
securities  finns  that  advise  or  sponsor  hinds  and  by  otherwise  modernizing  the  federal 
securities  laws  to  reflect  bank  mutual  fund  activities.  But,  H.R.  1062  does  not  remove 
unnecessary  barriets  to  securities  finns  seeking  to  enter  the  business  of  banking;  and  H.R.  1062. 
relies  far  loo  heavily  on  Federal  Reserve  Board  oversight  the  holding  company  enbty. 

llie  continued  success  of  bank  and  nonbank  participants  in  the  mutual  fund  industry 
depeiuls  on  the  public's  sustained  confidence  in  mutual  funds  as  a  means  to  obtain  the  beneflts 
of  professional  money  management  and  diversification  of  investments.  The  Iiutitute  is 
committed  to  addressing  the  issues  raised  by  bank  partidpation  in  the  mutual  fund  business, 
especially  the  need  to  ensure  that  such  activities  are  conducted  in  a  manner  consistent  with  the 
protectitm  of  investors  and  subject  to  appropriate  regulabon.  At  the  same  time,  we  will  press 
for  securities  firms  to  be  permitted  equal  access  to  the  banking  business. 

We  thank  you  for  the  opportunity  to  present  our  views  and  look  fav^ard  to  working 
with  the  Committee  as  H.R.  1062  moves  forward. 
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Kr.  Chalcman  and  Itaabar*  of  tha  CoaBittaa,  I  «■  Suravl  J. 
Baptists,  Praaidant  ol  tha  Financial  Sarvieaa  Council 
("Council"). 

Tha  Council  ia  a  uniqua  coalition  rapraaanting  co^anlaa 
tzom   lltarally  avary  aactor  oC  tha  D.S.  financial  aarvicaa 
industry.   It  waa  fotaad  In  April  of  1987  in  raaponsa  to  tha  vary 
raal  naad  (or  an  Inter- industry  (ocua  on  iaauas  involving  tha 
structure  of  our  nation's  financial  aystaa.  Our  sola  purpoaa  ia 
to  proMota  tha  development  of  an  ^an  and  coapetitlva  financial 
sarvieaa  industry  —  ona  that  ansuras  tha  safaty  and  aoundnaas  of 
tha  nation's  financial  aystaM,  trtilla  incraaalng  tha  availability 
of  financial  products  and  sarvieaa  at  fair  and  raasonabla  pricaai 
and  one  that  anhancaa  tha  competitive  posture  of  the  U.S. 
financial  sector  in  an  aver  vore  co^lax  global  marketplace.  In 
essence.  Council  luebars  seek  to  ■odemlca  our  financial 
regulatory  atructure  ao  that  any  well  vanagad,  vail  capitalised 
coapany,  regardless  of  Its  corporate  atructure,  would  be 
penltted  to  enter  or  exit  any  aactor  of  the  financial  services 
Industry  anyirttara  In  the  world.  The  Council's  diverse 
aeaberahlp,  which  Includes  banks,  thrifts,  Inaurance,  securities, 
finance,  and  diversified  coapaniea,  ia  cowaltted  to 
coiprahensive,  pro-competitive  financial  aervlcea  rafora  In 
keeping  with  these  general  principles. 

I  an  pleased  to  have  an  opportunity  to  present  tha  Council 'a 
vievB  on  tha  Issue  of  financial  aervlcea  rafoni.  Mr.  Chairman, 
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w*  coaawtd  your  leadership  in  placing  this  d«bat«  back  at  ttM 
forafront  vlth  tHa  Introduction  of  h.r.  18,  tha  Financial 
Sarvlcaa  Co^atltlvanasa  Act  of  1995,  and  tha  raviaiona  to  it 
aabodlad  in  H.R.  1062.  V   also  i^plaud  tha  afforta  by 
Kspraaantatlva  Bakar  for  bia  bill,  B.R.  814,  tha  Dapoaitory 
Inatltuticn  Affiliation  Act,  cosponaorad  by  Rapraaantatlvaa 
HcColliui,  King,  Caatla,  Draiar,  LaFalca,  FranK,  and  Flaka.   As 
you  know,  thia  la  a  coapanion  vaaaura  to  8.   337,  introduced  by 
Sanata  Banldng  coaaittaa  Chairman,  Alfonaa  D'Aaato.  Ha  ara  alao 
encouraged  to  aae  tha  Admin iatratlon  coma  forward  with  ita  Mm 
■odernization  propoaal.  niaaa  affort*  auggast  that  tha  long 
ovardua  naad  for  financial  reform  may  indaad  b«  at  band- 
There  ia  no  greater  or  mora  praaalng  iasua  facing  our 
natlon'B  financial  aervloea  induatry  than  that  lAlch  la  being 
advanced  by  this  Committee.  Tha  ability  of  American  financial 
aarvlcaa  provldara  to  continue  to  be  innovative  and  coiqMti'tlvm 
for  too  long  has  B»aen  eeveraly  hampered  by  anactironlatic  lawa, 
regulations,  and  barriers  to  affiliation.  Tba  currant  aystam  of 
conpartnentallced  financial  InBtitutions  is  simply  not  working  as 
efficiently  as  it  should.  It  does  not  reflect  real  public  policy 
goals,  but  merely  serves  to  artificially  carve  up  marketa.  As  a 
result.  It  la  not  serving  households  and  businasses  »m  well  as  It 
ahould;  It  is  exposing  taxpayers  to  unnecessary  risks)  and  it  has 
produced  glaring  cospatltive  inequities.  The  ultimata  remadi** 
to  improvement  ara  in  the  banda  of  Congress  with  a  critical  role 
for  thla  Comaittee,  Hr.  Chairman. 
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Nhll*  tiM  Council  la  •ncouragaa  by  your  laadcrshlp  in 
iMglnning  tlM  rctoE*  proc«*m  by  Introducing  legislation  to  rapmil 
t)M  Gla*s-8t«agftll  Act,  r«daslgnat«  tti«  Bank  Holding  coq^ny  Act 
(BHCA)  a*  th*  Financial  Mrvicas  Holding  Coipany  Act,  expand, 
albeit  to  a  liaited  df.gTM,  pendMlble  activitiea  of  financial 
services  holding  co^^anies  and  addrass  soae  of  ttte  acre  onerous 
provisions  of  ttie  BHCA  that  aten  froa  its 

cuabersoaa  application  process,  I  a«  here  to  res|»ectfully  urga 
you  and  your  collaa9uss  not  to  stop  there.   I  a*  here  to  discuss 
the  aarlts  of  providing  an  altamativa  structure  to  the  Bank 
Holding  Coaipany  Act  as  well. 

Hhen  we  began  the  ■odamisation  debate,  nearly  a  decade  ago, 
we  spoke  of  the  radical  changes  In  the  financial  services 
industry  of  the  i»70<s  and  early  1980's  that  necessitated  such 
reform.  Vet  the  developaents  of  tha  past  ID  years  have  been  even 
■or*  draaatic.   During  this  tiBa  period,  the  govemBant  bailed 
out  the  thrift  industryi  co^wrcial  banks  continued  a  loss  of 
)Barkat  share;  pension  funds,  eutual  funds,  and  other 
institutional  investors  bacwM  financial  powerhouses,  there  was 
an  explosive  growth  in  derivative  aarkats,  and  participation  in 
foraign  capital  aarkats. 

The  static  legal  structure  within  lAich  financial  services 
operates  hinders,  but  does  not  stop,  Barlcat  davalopwants.  Th* 
lavs  are  poroua  enou^  to  allow  the  competitors  of  banking 
organizations  and  banking  organisations  theaaelvea  to  effectively 
penetrate  Barkats  which  had  historically  been  the  province  of 
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banking  and  to  allow  banka  to  panatrata  aarkata  rasarvwl  for 
otbar  providara.  Nonbank  financial  firaa  panatratad  tha  banking 
buainaaa  using  lagal  loopbolaa  and  apaclal  provlalona  of  law  to 
buy  cradlt  oard  banks.  Industrial  loan  CMrporations,  other 
llaitad  purposa  banks,  and  fallod  thrifts.  Banks  antsrad  tha 
sscurltlas  and  insuranca  sactors  only  aftar  laborious,  tlka 
oonsuaing  and  cumberBome  rsgulatory  procedures.  But  though  tbay 
ara  diversifying  to  tha  axtant  lagally  posslbls,  nana  can  truly 
follov  thair  custosars  and  cospata  affactivaly  bacausa  aach  has 
lisitationB  on  Its  ability  to  provida  tha  full  »anu  of  financial 

Today,  tha  sarkstplaca  no  longar  racognizas  a  spscial  rols 
tor  a  cosasrcial  bank,  InvastMsnt  Baank,  or  Insurancs  co^wny.   It 
racognieas  tha  rola  of  a  financial  intarmadiary.  As  a  result,  wa 
no  longar  hava  tha  luxury  of  dealing  with  rafora  ana  industry 
sagsant  at  a  tisa.   Tha  liaitations  placed  on  affiliations  by  tha 
Class-Staagall  Act  and  the  Bank  Holding  C«v*ny  Act  aust  be  dealt 
with  in  tandea.  Then,  and  only  than,  can  an  acceptable  solution 
be  developed  that  works  not  only  for  banking  organisations  but 
for  the  flnenclal  services  industry  as  a  whole. 

As  you  look  to  IsgisLativs  reaedles,  the  Council  would  like 

to  offer  several  guiding  principles: 

o    The  revised  structure  should  reaova  anti-coapetitivB 

barriers  to  affiliation  that  favor  any  industry  segMsnt 
and  thereby  limit  the  product  offerings,  aarketlng 
approaches  and  competition  which  would  otherwise 
benefit  c 
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o    fiegulatior  of  separata  s«g««ntB,  subsidiaries,  and 

affiliates  under  a  holding  caapany  umbrella  should  be 
conductffd  along  functional  buainess,  product,  and 
sarvica  linaa.  Thla  would  serve  national  prioriti** 
better  than  tba  praawnt  •ystaa. 

o    Holding  coapany  supervision  eliould  be  ainiBal,  rMidual 
in  natur«,  and  tnen  related  only  to  specific  goals  of 
public  policy. 

Mr.  Chaizaan,  the  legislation  pending  before  ttis  Cmnilttee 
today  recognizes  and  seeks  to  address  the  artificial  barriers  to 
coapecition  snd  efficiency  t^  (^dating  the  laws  to  reflect  tba 
aarketplaca.  Xour  revised  bill,  H.R.  loca  focuses  privarily  on 
tbe  banking  end  securities  eide  of  the  financial  equation.  The 
Ads In Is t rati on* e  proposal  allows  for  affiliation  of  banking, 
securities,  and  Insarsnoe.  The  Baker  bill,  H.R.  814,  addresses 
in  s  aora  cop^rebenslve  and  fundaaental  fashion  tbe  coapetitlve 
interplay  of  the  entire  financial  servlcee  industry. 

Briefly,  H.R.  10C2  would  replace  Section  30  of  the  Slaes- 
Stesgsll  Act  with  a  new  regulatory  fraaawork  allowing 
efflliatlons  of  full-service  banks  and  securitlee  firas  without 
product  or  voluas  liaits  that  are  now  placed  on  bank's  section  30 
securities  affillsts.  Mhila  we  believe  that  it  continues  to  rely 
too  heavily  on  the  Bank  Holding  Co^Mny  Act  fraaawork  of 
regulation,  it  does  tske  a  significant  step  in  the  direction  of  a 
■ore  fully  Integrated  financial  services  aodel  by  replacing  th« 
BHCA's  "closely  rslated  to  banking"  tsst  for  paraissible 
activities  with  a  "financial  In  nature"  test.  However,  the  bill 
continues  to  present  sovawbat  differing  altematlves  depending 
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upon  irttatibar  a  co^iany  1«  cunwntly  a  bank  holding  coiqMny,  • 
••curitiM  fim  or  InvactMwit  laank,  ox   a  divcrslCiad  financial 

Mbila  H.R.  loca  i«  «  Bi^nificant  atap  forward  froB  R.R.  18 
in  ita  recognition  of  a  broader  financial  landacape,  tha  Council 
navarthalaaa  baliarvaa  that  aa  a  rsault  of  tba  blll'a  lialtwd 
approach  to  affiliatlona  it  rasaina  flawad. 

First,  a  ravisw  of  tha  currant  affiliationa  of  tha  aajoritY 
of  aacuritiaa  firm*  in  tha  U.S.  highllghta  the  problaaa  that 
result  froa  a  piaeaaaal  approach  Coouaing  primarily  on  tha  Glaaa- 
Staagall  Act.   Although  repeal  of  eelected  GlasB-Steagall 
proBcrlptions  aa  provided  by  H.R.  1062  would  allow  bank 
atfiliatea  to  engage  In  aacuritiaa  activities,  aany  saouritiaa 
firma  would  likely  be  unable  to  acquira  or  affiliate  with  a 
contercial  twnk  due  to  tha  retention  of  specific  actlvitiaa 
restrictions  contained  in  Section  4  of  the  Bank  Holding  Co^iany 
Act.  Many  financial  services  providers,  including  coi^anles  like 
Keeper,  Aaerlcan  Express,  USAA,  Prudential  and  Travelera  would 
not  qualify  to  bec^e  thle  new  financial  aarvicaa  holding  company 
because  of  affiliations  with  insurance  underwriters  or 
affiliation  with  entitles  engaged  in  activities  that  may  not  be 
financial  in  nature. 

Second,  trtiile  the  new  proposed  Financial  Servlcea  Holding 
CoBpany  can  engage  in  activities  that  are  determined  by  the 
Federal  Reserve  Board  to  B»a  "financial  in  nature"  It  provides  no 
guidance  to  the  Board  In  makii\g  that  determination  and  no  direct 
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input  by  atb*r  rsgulatory  bodlaa.  Thla  uiblguity  would  l«ad  to 
cantlnu*d  contiMion  and  uncartainty  within  Ilnancial  aarkats. 
Ihara  ara  naithar  axlatlng  lagal  atandarda  nor  pracadant  aa  to 
Miat  a[>aeific  activitiaa  would  constitute  baing  of  a  financial 
nature.  Ttiua  ttaa  Council  urgaa  that  if  auch  a  taat  ia  i^oaad 
for  paraiaaible  financial  aarvicaa  holding  coapany  activltiaa,  a 
functional  daflnition  that  Includaa,  without  limitation,  axaaplas 
of  such  activitlaa  ahould  ba  proffarad  in  tha  n«w  atatuta.  At  a 
Kinlaua,  activltiaa  of  a  financial  natura  Huat  ba  ■o'ra  incluaiva 
than  tha  axiatlng  atandard  aabodlad  In  aactlon  4(c)(8)  of  tha 
Bank  Balding  Co^wny  Jict.  Thay  ahould  alao  parait  and  avan 
ancouraga  tha  dovelopnent  of  naw  products  and  aarvicaa  that  take 
advantage  of,  or  rely  upon,  aaarglng  technology. 

Aa  tha  financial  aervlcea  industry  wnraa  further  into 
technological  manufacturing  and  delivery  of  products,  the  line 
between  trtiat  la  financial  end  what  ia  not  becoaea  blurred. 
Furthemore,  the  fact  that  aoaa  liaited  insurance  activltiaa  are 
explicitly  included  while  many  other  auch  activltiaa  continue  to 
Bsa  excluded  will  invariably  lead  to  more  unproductive,  costly 
litigation  aa  Intaraatad  parties  atteqtt  to  enter  nw  fields  or 
protect  axiatlng  turf.   It  sl^ly  makes  no  sanaa  to  exclude 
Insurance  from  being  "financial  In  nature"  idien  the  market 
clearly  dictates  that  it  ia.  Under  this  construct  tha  Federal 
Reserve  Board  could  determine  that  Microsoft  was  a  financial 
concern  but  would  be  precluded  to  make  the  same  determination  for 
Travalars,  Aetna,  AIG,  Kew  York  Life,  Prudential,  Providian, 
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USAft,  Knpar,  cto.  TIMS*  «r«  net  just  luMiruw*  eaap«iii««,  tiMy 
•r*,  in  tlw  aywa  of  tta*  aulwtplao*,  tlnancial  Bacvloas  bolding 
ooBpuiltt*.  To  foz*cloa«  tlMlr  inclnaion  within  a  naw  statutory 
f raBMRtrk  for  financial  aarvleaa  bolding  eo^tani—  i> 
countarintultlv*  to  tha  raalitias  of  tba  narlcatplaca .  And  tba 
fact  that  *any  aacuritiaa  firaa  hava  aithar  aigniCicant  inauranc* 
or  coaaarcial  aCtiliationa  aakaa  tha  propoaal  unworkabla  for  part 
of  tha  industry  it  vaa  aiippoaad  to  inclnda.  Aa  a  raault,  tba 
bill  talla  ahort  of  tha  vary  ■odamiaatioB  It  purporta  to 
acco^^liah. 

Koraovar,  by  building  on  tba  axlatlng  Bank  Bolding  Coapany 
Act  atructura,  axlsting  raatrlctiva  holding  co^wny  ragulatlen  la 
pacpatuatad.  Batbar  than  concantrating  on  ■1^)a^vi■ion  of  tba 
inaurad  dapoaitory  Institntion,  ragulatory  attantion  will 
continoa  to  ba  focuaad  on  tba  activitiaa  of  tba  holding  company. 
Btfaotiva  cpvaraight  of  pmOantial  activitiaa  and  bank  aataty  and 
aoundnasa  ia  nora  appropriately  dir«ot«d  by  looting  first  and 
toranoat  at  tha  activitiaa  and  oparations  oC  tha  inaurad 
dapoaitory  and  aaoondarily  at  its  tranaaetions  and  daalinga  with 
affiliataa.  Ttaua,  tha  Council  baliavaa  that  ragulation  aboMld  ba 
focuaad  f rca  tba  bank  outnard  vamw  tba  top  down  ragulatory 
nodal  that  axlsta  today  with  tba  Bank  Bolding  Co^wny  Act  and 
would  continoa  to  axlst  nndar  tba  naw  Financial  Sarvloaa  Bolding 
Co^^any  Act  contawplstad  by  B.B.  10C3- 

To  tba  axtant  that  any  mte^alla  ovaraight  ia  naadad  aa 
Fadaral  Raaarva  Board  Chain 
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iNllav*  tDat  BUch  authority  would  be  aor*  proparly  v«Bt*d  with  a 
coMilttea  aiallar  to  tha  National  rinanoial  Sarvlc««  Ovaralght 
riwll  I  ■■  contemplated  undar  tha  Bakar  bill  and  co^riaad  of  tha 
various  fadaral  Cimctional  regulators.  Tfais  would  both 
coaplaaant  and  coordinata  tha  notion  of  functional  ragulation. 
It,   baaad  on  InforBBtion  It  raoaiva*  on  tha  financial  condition 
of  tha  holding  ooapany,  tha  CoHilttaa  baa  reaaon  to  Bsallava  a 
problaa  axiata  in  on  organisation  that  posaa  a  threat  to  tha 
aafety  and  aoundnasa  of  tha  dapoaitory  institution  it  ahould 
direct  such  concern  to  tha  appropriate  functional  regulator. 

Tha  Council  is  also  troubled  Bay  eactlon  104  of  R.R.  1062 
which  rapaala  tha  unitary  savings  and  loan  holding  coapany 
axaaption  fr^  the  activities  restriction  of  section  10  of  the 
Ho«e  Owners  Loan  Jlct.   This  exesiption  has  allowed  a  coBsarcial  or 
diversified  financial  aarvioaa  cnqvany  to  control  a  thrift. 
Unitary  thrift  holding  c^^anies  have  brought  strength  and 
stability  to  thrift  industry  and  have  demonstrated  how  coqwnias 
with  altlliations  that  fall  outside  the  Bank  Holding  Coapany  Act 
can  bring  capital  and  aanagarlal  expertise  into  the  banking 
sector.  Tha  grandfathering  of  covpanlas  that  controlled  unitary 
thrifts  on  January  4,  1995,  while  better  than  requiring 
divestiture,  denigrates  the  value  of  thoaa  thrifts  and  restricts 
cam>anias  froM  entering  and  exiting  buainaaaas  as  thay  choose  or 
the  aarket  dictates.  This  will  further  restrict  the  flow  of  new 
capital  to  the  thrift  industry  at  a  ties  when,  given  the  expected 
deposit  insurance  assasBBsnt  disparity,  investments  in  thrifts 
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will  bttcoM  signiflouitly  !«•«  attractiv*.  ii«  nrg*  th*  Ctwlraui 
to  drop  thia  provlsimi  fr^  his  bill. 

In  contraat,  Um  bill  introdnc*d  by  Kr.  Bak*r,  H.R.  814,  is 
funda>«ntBlly  aora  Barket-orlentad  and  racognlcaa  tha  coapatltiva 
naada  of  tha  antlra  financial  aarvlcaa  induatry.  It  vmild  panit 
any  typa  of  ccnvany,  including  a  cd— irclal  company,  to  affiliata 
with  a  bank  or  thrift,  providad  it  bipoaia  a  FSBC  and  eoapllas 
with  tha  Act'a  ragulatory  and  supervisory  provisions-  It  would, 
tbaratoTS,  also  parsit  Baank  holding  iso^Mnias  to  ai^and  into  all 
typas  of  financial  and  coMsaroial  activitias. 

In  short,  H.K.  »1*   would: 

o    parsit  any  firm  to  oftar  a  toll  ranga  of  financial 
services  to  its  custoswra  througta  aaparataly 
cspitalliad  affiliates,  providad  that  ita  dspository 
institutions  wars  at  all  tiaaa  haaltby  and  wall- 
capitalized 

o    raquira  banking  and  nonbanking  actlvitias  to  ba 

conducted  through  saparafca  subaidiarias  of  s  holding 
company,  ths  baiJc  Itaalf  would  not  conduct  tha  naw 

Bctivitiea; 

o  ragulata  sach  affiliata  functionally  —  banks  would  ba 
regulated  by  bank  ragulatora,  sacurltias  firms  by  ttia 
SEC,  insurancs  firms  by  state  insuranca  ragulatora,  and 

o  raquira  a  parent  holding  oomp»ny  to  infusa  capital  into 
its  depoaitory  institutions  or  face  divastiture  should 
tha  depository  evar  tail  to  aaat  ita  capital  standards; 

o    nandate  early  intarvantlon  by  the  ragulatorsi 

o    strengthen  regulation  and  oversight. 

Ho  deposit  Insurance  funds  say  ba  usad  to  "bail  out"  a 
nondapoaitory  affiliate.  Should  a  depository  fall  below  well- 
capitalited,  the  de|^ository'a  regulator  is  required  to  stap  in 
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and  obtain  an  infusion  of  capital  txtm   tba  parent  coapony  to 
bring  tha  dapaaitary'a  capital  up  to  tb«  raquirad  Binlaua.  Tha 
bill  doaa  not  allov  tba  racpilators  to  wait  until  capital  raachaa 
1  or  0  percant.  If  tha  parant  de«a  not  praaant  an  accaptabla 
plan  to  kaap  tha  <lapoaitory  wall  capitallsad,  the  parant  will 
loaa  ttaa  dapoaitary  —  irtilla  it  ia  atlll  a  vlabla,  healthy, 
ongoing  conoam. 

Supervision  of  tha  dei^oaitorlaa  ia  ivprovad  in  other  waya, 
too.   Ragulatora  are  given  additional  anforceaent  tools  up  to  and 
including  additional  divestiture  authority  in  the  event  that  they 
detect  a  pattern  of  violations  that  could  threaten  the  safety  and 
soundness  of  any  depoaltory  institution  controlled  by  e  FSBC. 

Transactions  between  depositories  and  their  affiliataa  would 
b*  restricted  by  Sections  23A  and  23B  of  the  Federal  Saaerve  Act. 
(see  Attadunent).  Dnder  23a,  banks  say  lend  a  Maxinua  of  only 
10«  of  their  capital  to  any  affiliate  and  only  201  of  tbelr 
capital  to  all  their  affiliates.  These  loans  sust  Bm  fully 
col lateral lead.  Section  338  requires  that  all  transaotlona 
between  a  bank  and  its  affiliate  wjst  ba  dona  at  ars's  length. 
Thua,  loans  between  a  bank  and  its  nonbank  affiliates  are  sharply 
liaitsd  and  no  "aweet  deals'  between  banks  and  the  nonbank 
affiliataa  >ay  be  conducted  at  all.   rurthareore,  a  loan  to  an 
affiliate  could  never  be  of  a  sice  to  jeopardise  a  bank.  There 
are  strong  civil  and  criminal  penalties  to  encourage  coiQ>liBnce 
as  wall  as  cease  and  desist  authority  to  ensure  cn^lianca. 

Nhile  the  Counell  fully  supports  the  structure  conte^lated 
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by  H.R.  814  it  dMC,  howavAT,  CMitaia  a  Duater  of  ■o-<HaX*d 
"firMrallB"  that  wa  ball*v«  ur*  overly  rigid  and  luuieCAAtArY- 
Th«««  restriction*  would  prohibit  any  depoeitory  institution  in  > 
FSHC  froM  •xtwiding  credit  to  a  aecuritiea  affiliate  or  it* 
•vtbeidiary,  purchasing  for  ite  txm   aooouitt  aaaeta  of  a  eecurltiee 
affiliate  or  Ite  subsidiary,  ieeuing  a  guarantee,  acceptance  or 
letter  of  credit  for  the  benefit  of  a  eaeuritiM  affiliate  or  Ita 
subsidiary,  and  extending  credit  to  an  InvestBent  coMpany  advised 
by  or  the  sbaree  of  which  are  distributed  by  a  securities 
affiliate.  The  Council  does  not  believe  that  these  restrictions 
are  necessary  given  the  braadtb  of  authority  granted  the  bank 
regulator  to  refine  and/or  expand  on  the  safeguards  contained  In 
23A  and  23B.   At  a  ainlBua,  the  bank  regulator  aust  be  provided 
enough  flexibility  to  provide  exceptions  toe   any  statutory 
firewalls  that  Bay  B»e  enacted  in  order  to  acco^Mdate  changing 
conditions  dictated  by  the  aarkatplaoe. 

I  would  now  like  to  take  a  few  minute*  to  address  soaa  of 
the  concerns  expressed  in  last  weafca  hearlnga  regarding 
uiaive  refora. 


HMfKIMC    MID    CfMOtERCK 

One  of  the  primary  phlloacvhlcal  distinctions  between  the 
approach  of  ChairBan  Leach  and  that  of  Mr.   Baker  is  the  allowance 
for  affiliations  between  financial  and  i, iwaaicial  firas.      Onder 
the  Baker  legislation,   coaMareial  firM  oan  affiliate  with  banks 
and  banks  oan  affiliate  with  ca^ircial  flras  under  the  auspices 
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of  a  financial  aarviccs  holding  coHfMny. 

Afflliationa  btttw**n  coBBcrclal  firu  and  banks  la  not  a 
radical  coneapt  in  our  country.  Banking  and  coHaarca  hava  baan 
■Ixad  In  tba  U.S.  ainca  our  oountry'a  birth.  Today,  ■oat  ot  tbm 
coaBarcial  finM  which  own  llvitad  purpoaa  banka  or  thrifta  do  ao 
bacauaa  hava  ciioaan  to  dlvaraify  into  financial  aarvlcas  and  tha 
affiliation  allom  thaa  to  soro  fully  Mrva  tbair  cuatoaara 


In  a  1987  atudy,  tba  PDIC  notod  that  "thara  haa  navar  baan  a 
co^lata  aaparation  of  flnanca  and  coaBarea  in  tba  hiatory  of 
Aaarican  banking."  Tha  law  haa  always  paralttad  individuals  to 
own  controlling  intaraata  in  B»oth  a  bank  and  a  coaaarcial  firm, 
and  throughout  A»arioan  hiatory  individuals  hava  simultanaoualy 
ownad  and  in  aany  caaaa  aanagad  B>otb  a  tank  and  a  nn— avcial 
Cirm.     Thua,  an  individual  on  Main  straat  can  own  tha  only  bank 
in  town  aa  wall  aa  tha  only  inauranca  agancy,  raal  aatata  agancy, 
car  daaler,  and  hardwara  atora.  Yat,  publicly  tradad  coapaniaa 
■ay  ba  prohlbitad  froa  having  auch  afrillations  alaply  bacauaa  of 
thalr  corporata  atructura.  Suraly,  if  reBtri-ctlons  on 
affiliations  with  ooaaarcial  banka  ar«  appropriate  for  publicly 
tradad  co^wnisa  aubjact  to  tha  rlgora  of  aarkat  regulation  by 
our  nation's  rating  agancias  thay  ahould  apply  to  Individuals 
ritoaa  activitiaa  and  financial  conditlana  ara  aubjact  to  tar  laas 
scrutiny. 

Considaroble  attantlon  haa  baan  given  to  tha  parcaivad 
thraats  aaaociatad  with  coaaarcial  flraa  entering  the  banking 
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induatry.  One  of  thaM  parcaivad  threat*  has  Its  orlgliu  In  tha 
"roUMr  baron"  laagaa  of  tba  lata  lB90'c  -  that  a  ccaBarclal  tixm 
would  purchaaa  a  bank  and  tban  turn  around  and  dany  cradit  to  its 
coBpatltors.  A  cantury  later,  thla  csould  not  happan.  Aecasa  to 
cradlt  for  U.S.  ca»p«niea  Is  availabla  24  hours  a  day  around  tba 
world.  Anothar  concern  is  basad  In  tba  assumition  ttaat 
coBaerclal  omars  of  banks  would  aoaahaw  clrcwnrant  0.8.  banking 
laws  deaignad  to  anaura  fair  landing,  coa^patition,  and  the  safety 
and  soundness  of  our  banking  syste*.  Let  us  not  forget  tbat  Many 
coanarcial  finn  through  their  ownership  of  thrifts  and  lislted- 
puzpose  banks  have  been  comtlylng  with  these  statutes  for  years. 

If  the  issue  is  concentration  of  financial  resources,  it 
would  ba  si^>la  enough  for  Congress  to  problbit  the  aerger  of  two 
giants  froa  the  oosMarclal  world  end  the  banking  world-  If  the 
issue  is  the  protection  of  tba  depoaltory  institution  froa 
dealings  witb  the  coeeercial  parent  eoNpany,  than  erect 
appropriate  firewalls  to  prohibit  suofa  transactions. 


Concerns  have  been  eiqiressed  about  how  c^Munlty  banks  would 
tore  if  a  new  structure  for  financial  sarvices  were  adopted  that 
renoved  all  barriers  to  alliliation.  The  fact  is,  many  c:a«Dninity 
banks  eay  want  to  take  advantage  of  affiliations  with  local 
securities  firma  to  buy,  sail,  or  underwrite  securities  issued  by 
regional  entities,  others  Hay  want  to  attillata  with  an 
insurance  agency.  Snail  and  Kodlus  slsed  businesses  will  be 
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twttar  mmrva   by  tbame  nawly  affiliated  ccmvanlas.   For  thoc« 
banka  that  do  not  want  to  take  advantage  of  tbm   naw  atructura, 
thay  will  contlnu*  aa  thay  do  today.  It  is  not  tbalr  place  to 
say  no  to  others  aiaply  because  tbey  do  not  want  coapetltion  or 
do  not  have  the  need  to  raatnicture  theaselves. 

The  evidence  clearly  shows  tbat  both  big  and  SMall, 
divarslflad  and  speciallead  financial  firms  compmtm   side-by-slde 
in  Barkets  Miare  tbey  are  permitted  to  do  so.  Ccasunity  banks  In 
Hew  York,  California,  and  Washington  have  pnspered  eompating 
with  big  banks  auoU  as  Citibank,  Cbase,  BanoOne,  Nations  Bank  and 
Bank  of  America. 

SOIMMY  fcim  C0WC11I8IOIIB 

The  taxpayers  -  your  constituents  -  our  customera  would 
B>eneflt  from  a  conprehenslve  financial  aarvlcea  holding  cospany 
structure.   The  safety  and  soundneas  of  the  entire  financial 
system  would  be  strengthenedt  there  would  be  open  and  fair 
competition  in  the  dc»estlo  fliuuioial  services  marketplace)  end 
American  suppliers  of  financial  services  would  became  more 
competitive  worldwide.  A  more  efficient  and  stable  financial 
system  will  be  better  able  to  serve  the  needs  of  individual 
conauBars,  businesses,  and  govemmenta  in  the  U.S.  and  around  the 
world. 

Although  all  financial  aarvlcea  have  the  same  common 
elements,  law,  end  tradition  have  treated  banks  as  if  tbey  were 
special.  The  contracts  depositors  have  with  their  depository 
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iiwtitntlons  ar*  iawirwJ  by  ■  tmdmrml  ajM^cy.     Dapoaltozy 
InvtitutlonB  alBo  hMwm  maammm  to  t«d«Eal  Bgancias  tor  tlMlr 
funding  n**d«  In  tl—  of  tzoubl*.     Ww  advantago*  Justify 
^•dsral  rvgulation.     Bnt  ragalationa  rastricting  tb*  ownaxsbip 
and  affiliations  of  dapoaltary  iiMtlbttioma  ara  oouBtarproduetiva 
and  ttawart  tba  9oal  of  ansarlng  aafaty  and  aoundnaaa. 

H.R.   S14  iwlias  on  Htriet  applioatlon  of  ■aaniagfiil  Mvltal 
standard*  and  pwwipt  rafirran  t  lat  1  flii  of  capita  l-ispairad 
dspository  institutions  to  pxotsct  tbs  saf«^  and  sowndnssa  of 
dapoaltory  inatitntions,   and  tba  daposlt  iBMuranoa  funds.     Itaaaa 
provlsiona,   coiitiinad  with  ths  zsaoval  of  rsstrictions  on 
affiliations  and  ownarshlp  of  digosltoKy  institutions,  will 
eontributa  to  an  •ttlcisnt,   adaptabls,   and  safs  finanoial  systaa 
that  will  add  to  tba  oeapstiUvansss  and  productivity  of  tb*  U.S. 


TO*  banaf  Its  of  oc^pstitien  —  tbs  naricst  cotistraints  on 
priosB,  tbs  inosntlvss  for  •ftlcisaqr  and  iaaewatlon.  and  tbs 
disparaion  of  *''™™'''  powar  —  ara  widsly  raoognisad.  Only 
tbrou9h  coaprsbansiT*  stJimLural  rsfors  can  wa  aotalsvs  tbass 
vital  public  pell^  foals. 
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In  reconaanding  th*  r*p*«l  of   th*  Clasa-Steagall  Act  coH>lttMB 
of  th«   HouBs  and   tha  Senate  tiava  includad  in  their  raspectiva  bills 
c«rtain  transactional  prohibitions   and  disclosure  requirenentB  to 
protect   insured  banks  and  ConSiinetS  froa  any  danqera   Inherent   In 
permitting  banks   to  affiliate  with  8*curitiea   flriDB       Howavar, 
since  Glass-Steagall  has  newer  been  a  total  prohibition  to  insured 
national   or   State  member  banks  being  affiliated  with  companies 
engaged   in  securities  activities    (and   is  not  applicable  to  State 
nonmember   banXs)    current   federal   law  and  regulation  already 
provides  significant  sareguards  to  deal  with  such  afriliations. 
Thus,    the  concerns  that   the  House  and  Senate  comnittees  have  sought 
to  address   in  the   "firewalls"  th«y  have  constructed  to  aceoupany 
the  repeal  of  Glass-Steagall,   are  already  adequately  addressed 
under  current  law  and  regulation  pursuant  to  section  23B  of  the 
Federal  Keserve  Act    (applicable  to  all  insured  banks)  and  the 
tOlC  S  regulations  under  12  CFR  Part  337   (applicable  to  ineurad 
noraasMbar  banks) . 


aectioa  a3B 


An  insured  banlc,  whether  acting  j 

is  generally  prohibited  Eros  purchasing  or  otherwise 
acquiring,  during  the  existence  of  any  underwriting  or 
selling  syndicate,  any  security  if  a  principal  underwriter 
of  that  security  is  an  affiliate  of  such  bank;  «ifcept  that, 
an  insured  banX  nay  purchase  or  acquire  such  securities  if, 
before  the  securities  are  initially  offered  tor  sale  to  the 
public,  the  acquisition  has  been  approved  by  a  majority  of 
the  laanks  directors  who  are  not  officer*  or  esployaae  of 
the  bank  or  any  affiliate  thereof. 

nta  tern  "principal  underwriter"  leans  an  underwriter  wbo, 
in  connection  with  a  primary  distribution  of  securities  1) 
is  in  privity  of  contract  with  the  issuer  or  an  affiliated 
person  of  the  issuer   li)  acting  alone  or  in  concert  with 
other  persons,  initiates  or  directs  the  [omatlon  of  the 
underwriting  syndicate,  or  (iii)  is  allowed  a  rate  of  gross 
coDUBisElon,  spread,  or  other  profit  greater  than  the  rate 
allowed  another  underwriter  i^articipating  in  the 
dietrilnition. 

An  insured  bank  le  prohibited  fro«  purchasing  u  fiduciary, 
any  securities  or  any  assets  froa  any  affiliate  unless  such 
purchase  is  permitted  under  <i}  ths  instrument  creating  the 
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An  ln«ur*d  bank  or  any  aulMidlary  or  affiliate  of  an 
Inaurad  bank  ahall  not  publlab  any  advertiasBsnt  or  *nter 
into  any  aqra— nt  stating  or  suggaating  that  the  bank 
■hall  in  any  way  bs  reaponalble  for  tha  obligationa  of  its 
affiliataa. 


12  era  part  3a7.4 


Tha  aecurltlaa  bualnesa  of  a  coBpany  affiliatad  with  a  bank 
■u>t  be  physically  separata  and  distinct  from  the  oparation 
of  the  bank;  if  tha  affiliate  conducts  business  in  the  saa« 
location  aa  the  bank,  tha  affiliate  euat  utilite  physically 
separata  offices  or  offica  space  not  uaad  by  the  bank;  tha 
offices  Mist  be  clearly  and  prominently  Identified  ao  aa  to 
diatinguiah  the  affiliata  fm  the  bank.   337.4(c)(1) 


The  aajority  of  the  board  of  directors  of  tbe  bank  eust  ba 
composed  Of  paraona  who  ars  naitbar  directors  or  officers 
of  tha  secvirlties  affiliata.  337. 4  (c]  (3) 

Any  enployee  of  the  securities  affiliate  who  la  alao  an 
eeployee  of  tbe  bank  may  not  conduct  any  securities 
activities  on  tha  behalf  of  tb«  affiliate  on  the  proMlsas 
of  tha  bank  that  involve  cuatoaer  contact.   337.4(c)(4) 

Tha  sacuritias  affiliate  Kust  conduct  businasa  pursuant  to 
independent  policies  and  procedures  designed  to  Infon 
custosera  and  perspective  custOKara  of  tbe  affiliate  that 
the  affiliate  ia  a  saparate  organisation  froB  tha  bank  and 
that  Investments  recoMoended,  offered,  or  sold  by  the 
affiliate  are  not  bank  deposits,  are  not  Insured  by  tha 
FDIC,  and  are  not  guaranteed  by  tha  bank  or  otherwise 
obligations  of  the  bank.   337.4(c)(5) 

A  bank  which  has  a  subsidiary  or  affiliate  engaged  In 
dealing  or  underwriting  in  sacuritias  or  acts  as  an 
Investment  adviser  to  an  investment  coqwny  may  not 
purchase  as  fiduciary,  any  security  currently  distributed, 
underwritten,  or  issued  by  such  subsidiary  or  affiliate  or 
issued  by  an  investment  company  advised  by  such  subsidiary 
or  affiliate  unless  (1]  the  purchase  ia  expressly 
authorised  by  tbe  trust  instrument,  court  order,  or  local 
law  or  specific  authority  Is  obtained  from  all  Interested 
parties  after  full  disclosure,  (11)  the  purchase  although 
not  expressly  autborlsad.  Is  otherwise  consistent  with  tbe 
bank's  fiduciary  obligation,  or  (ill)  the  purchase  is 
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A  batOc  nay  not  tranaact  bUBln*B«  through  its  trust 
departnent  with  a  subsidiary  or  «fflliat«  «ngag*d  in 
dealing  or  undervriting  ■•curitiaa  unl*aa  th«  tranaactiona 
ar«  at  laaat  conparable  to  transactions  with  an 
unattiliatad  securities  coppany  av   securities  covpany  that 
Is  not  a  subsidiary  of  th«  bank.   337.4(«) 

A  bank  with  a  securities  subsidiary  or  affiliate  Bay  not 
•xtand  cradle  or  naXe  any  loan  directly  or  indiractly  to 
any  coapany  utiose  securities  are  currently  being 
undarvrittan  or  distributed  by  such  eubsldiary  or  affiliate 
of  the  bank  unleGs  the  coapany's  securities  qualify  aa 
Inveatxent  grade  securities   337.4(e) 

A  B»ank  with  a  securities  aubaidiary  or  affiliate  aay  not 
extend  credit  to  any  Investaant  coapany  wboee  shares  are 
currently  underwritten  or  distributed  by  such  subsidiary  or 
affiliate.   337.4(e) 

A  bank  with  a  securities  aubaidiary  or  affiliate  say  not 
extend  credit  [or  the  purpose  of  [1)  acquiring  securities 
currently  underwritten  or  distributed  by  auch  subsidiary  or 
affiliate,  (ii)  acquiring  any  security  currently  Issued  by 
an  Investment  company  advised  by  such  subsidiary  or 
affiliate,  or  (ill)  acquiring  any  security  issued  by  such 
subsidiary  or  affiliate  except  extensions  of  credit  to 
enployees  for  the  purpose  of  acquiring  aecurltiea  through 
an  aaployae  stock  bonus  or  purchase  plan.   337.4(e) 

A  bank  with  a  securities  subsidiary  or  affiliate  >ay  not 
extend  credit  to  a  securities  subsidiary  or  affiliate  of 
the  bank  or  to  an  investment  company  advised  by  an 
affiliate  or  subsidiary  of  the  bank  encept  in  accordance 
with  the  llBitations  inposed  under  section  23A.   337.4(e) 

A  bank  nay  not  condition  any  loan  or  extension  of  credit  to 
any  coapany  on  the  requirenent  that  the  company  contract 
With  the  bank's  subsidiary  or  affiliate  to  underwrite  or 
distribute  the  conpany's  securities  or  condition  an 
extension  of  credit  to  any  person  on  the  requirement  that 
that  person  purchase  any  security  currently  underwritten  or 
distributed  by  the  bank's  subsidiary  or  affiliate. 
337.4(e) 

Any  eecurltiee  subsidiary  or  affiliate  of  a  bank  that  (1) 
shares  the  sa»e  or  slailar  name  or  logo  with  the  bank,  (11) 
conducts  businsBB  in  the  same  location  ae  the  bank,  or 
(111)  jointly  markets  with  the  bank,  Bust  disclose  to  Its 
customers  and  prospective  customers  that  securities 
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r*caaM«nd*d,  off*r*d  or   sold  by  it  ar«  not  PDIC  Insurad 
dapoalts  (unless  otlMrvlss  indicatBd) ,  that  such  Becuritls* 
ar*  not  guarant«sd  by,  nor  obligations  of,  tba  bank  and 
that  tha  Bubaldiacy  and/or  afCillate  are  saparat* 
organiiatlons.  Any  raquirad  disclosura  to  a  cuatoaar  of  a 
securities  sulMidiary  or  affiliate  of  a  bank  Buet:  be 
proBlnent,  in  writing,  and  >adB  upon  opening  an  account 
relationship  (and  seBl-annually  thereafter  in  cuetoaer 
BtataaentB).   337.4(h) 

Fore  of  stateMent  that  will  satisfy  disclOBure  raquireaent 
is  as  follows:   "[name  of  affiliate/subsidiary]  !■  not  a 
bank  and  Becuritiaa  oftared  by  It  are  not  backed  or 
guaranteed  by  any  bank  nor  are  they  insured  by  the  fdic." 
337.4(h)(2) 
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STATEMENT  OF  THE 
AMERICAN  FINANCIAL  SERVICES  ASSOCIATION 
BEFORE  THE  COMBOTTEE  ON  BANKINO  AND  FINANCIAL  ^BVICES 
HARCH7,199S 

The  American  Financial  Servicea  Auodation  appredatea  this  opportunity  to 
ezpreM  our  viewa  on  H.R.  1062,  "Tlie  Financial  Servicea  Competitivenesa  Act  of 
1995". 

The  American  Financial  Services  Aaaodation  (AFSA)  is  the  trade  aasodation 
fin' a  wide  variety  of  non-traditiDnal,  market-funded  providers  of  financial  •erviccs 
to  consumers  and  amall  businesses.  As  adopted  by  our  members,  the  mission  of 
AFSA  "is  to  assure  a  strong  and  healthy  broad-based  consumer  lending  services 
industry  which  is  committed  tod)  providing  the  public  with  a  quali^  and  cost 
effective  service.  (2)promoting  e  financial  system  that  enhances  competitivenesB 
and  (3)  supporting  the  responsible  delivery  and  use  of  credit  and  credit  related 
products', 

AFSA's  members  fit  into  four  basic  categories; 

•  Diversified  Financial  Services  Companies  ~  Thase  are  companies  that  ofier 
a  broad  range  of  financial  services  and  products  to  consumers  nationwide.  Many 
of  these  members  are  affiliated  with  banks  or  savings  and  loans. 

■  Automotive  Finance  Companies  —  These  companies  are  frequently  referred 
to  as  "captive  finance  companies".  They  provide  financing  for  customers  that 
purchase  the  manufacturer's  products.  In  addition,  many  of  the  companies  or 
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their  parents  have  branched  out  into  a  langB  of  other  financial  services,  such  as 
credit  cards  or  mortgage  lending. 

*  Consumer  Finance  Companies  -  Hie  core  busineas  of  this  membership 
segment  includes:  unsecured  personal  loans,  btmie  equity  loans,  and  sales 
financing  (for  retailers'  credit  custtaners).  This  segment  includes  companies  of  a'l 


*  Credit  card  issuers  -  This  membership  segment  offers  bank  cards,  charge 
cards,  credit  cards  or  private  label  cards.  AFSA  members  include  some  of  the 
largest  credit  card  issuers  in  the  U.S. 

Some  consumer  finance  companies  are  owned  by,  own,  or  are  affihat«d  with 
depository  institutions,  such  as  savings  &  loans,  consumer  banks  Gimited-purpoae 
banks),  or  credit  card  banks.  These  institutions  are  fiilly  regulated  institutions, 
subject  to  all  of  the  laws  and  regulations  applying  to  banking  institutions,  including 
the  Community  Reinvestment  Act  and  the  Home  Mortgage  Disclosure  Act.  Ihey 
are  regularly  examined  by  state  and  federal  banking  authorities. 

In  addition,  eachof  these  consumer  lenders  must  comply  with  federal 
regulations  relating  to  consumer  credit  -  the  Equal  Credit  Opportunity  Act,  the 
Truth  in  Lending  Act,  the  Real  Estate  Settlement  Procedures  Act,  the  Consumer 
LeasingAct,theFairCredit  Billing  Act,  the  Pair  Credit  Reporting  Act,  and  the 
Federal  Trade  Commission's  Credit  Practices  Rule  are  among  the  most  important. 

Consumer  lenders  which  are  not  depository  institutions,  are  generally 
licensed  and  regulated  by  the  state  banking  department  or  the  department  of 
corporations  in  every  state  in  which  tiiey  operate,  often  separately  regulated  for 
each  product.  They  are  sulgect  to  state  laws  governing  the  rates  they  can  charge  on 
•r  loans,  as  well  as  state  consumer  protection  laws. 
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As  the  above  demonstrataa,  AFSA  members  are  impartant  BOurcee  of  credit  to 
the  American  conaumer,  providing  between  10  and  15  percent  of  all  conaumer 
credit.  AFSA  members  are  highly  innovative  and  compete  at  all  levels  in  the 
financial  services  markets.  As  reflected  in  our  mission,  our  members  have  chained 
AFSA  with  promoting  a  free  and  open  financial  aervicea  market  that  rewards  the 
highest  level  of  cc 


H-RlOgaiTie  Financial  ServiceaC 


H.R.  1062  constitutes  a  significant  change  in  holding  company  activities  and 
regulation.  The  bill  establiahes  a  'Financial  Services  Holding  Company"  ('holding 
company")  and  permits  the  holding  company  to  have  securities  affiliates  engaged  in 
a  fiill  range  of  securitiea  and  investment  advisory  activities.   In  addition,  the  bill 
permits  the  establishment  (rfan  'Investment  Bank  Holding  Company"  that  may 
control  a  "Wholesale  Financial  Institution',  and  a  firm  engaged  in  a  full  range  of 
securities  and  investment  advisory  activities.  The  bill  also  amends  Section  4<cXS) 
of  the  Bank  Holding  Company  Act  to  permit  the  holding  company  to  engage  in 
activities  which  are  'financial  in  nature  or  incidental  to  such  financial  activities". 
With  certain  exceptions,  this  does  not  include  insurance  activities,  although  the  bill 
does  permit,  with  certain  constraints,  a  holding  company  to  control  "nonconforming 
financial  companies"  as  long  as  the  aggregate  investment  in  such  ctHUpanies  does 
not  exceed  10  percent  of  the  total  consolidated  capital  and  surplus  of  the  holding 
company  and  as  long  as  more  than  50  percent  of  the  business  of  the  holding 
company  in  the  two  years  prior  to  its  becoming  a  financial  services  holding  company 
involved  securities  ai 
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In  addition  to  the  above  activitiefl  reforms,  the  bill  also  makes  ngnificant 
refbnns  in  the  regulatoi;  process,  Tlie  biU  basically  replaces  the  current  Federal 
Reserve  applicatiDn  process 
with  a  notice  process  with  reasonable  sofe^  and  soundness  constraints. 


Outside  of  the  finnncinl  services  holding  cxnnpany  activitT  and  rc^atory 
reforms,  the  bill  also  prnvides  limited  relief  from  anticompetitive  restrictions  on 
finandat  institutions  established  t^  the  CorapctJdve  Equality  Baoldng  Act  of  1987 
CCEBA").   Section  I  Q3(h),  for  example,  establishes  an  cxcqxion  to  the  asset  growth  limitstion 
imposed  on  "nonbank  banks'  by  the  Ccmpetilive  Equality  Banking  Act  of  1987.  The  growth  ci^ 
would  be  relaxed  for  such  instiludons  only  if  (1)  each  depoiitory  institution  with  nliich  il  is 
afliliateii  is  wel|-capitalized-  CD  the  parent  company  only  engages  in  the  activities  pennitied  ftw  a 
financial  services  holding  company  (and  insurance  activitie*  under  certain  ditumstances),  and 
<3)  after  having  written  notice  of  such  intended  growth,  the  Board  does  not  object  to  the 
company's  proposal  in  accordance  with  the  Board's  new  review  procedures.  The  securities 
firewalls  established  for  "nonbank  banks"  which  are  afHliated  with  securities  concerns  would  be 
no  less  stringent  than  those  required  for  other  insured  depository  in 


COMMFWrSONHRHWil 

The  American  Financial  Services  Association  appreciates  and  acknowledges  the  reforms 
made  by  K.R.  1062.    It  is  a  step  forward  and  we  understand  that  a  gical  many  political  and 
jurisdictional  considerations  were  involved  b  the  policy  choices  that  were  made.  As  we  read  the 
bill,  the  primary  tier  of  benefits  would  flow  to  larger  uholesale  banks  and  investment  banks. 
These  institutions  would  presumably  enjoy  greater  economies  of  scale  and  a  strengthened 
competitive  position  in  global  capital  maricets.  To  the  extent  thai  this  lowers  the  overall  cost  of 
captlat.  it  should  benefit  already  competitive,  efhcienl  market  hmded  and  regulated  lenders,  such 
as  those  represented  by  AFSA,  by  lowering  theh  cost  of  fimding.    Other  than  lowering  fimding 
costs,  il  does  nothing  to  make  highly  regulated  and  inefficient  insured  institutions  more  efficient 
and  competitive. 
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The  bill  would  ilio  benefit  institutions  without  commcicial  utd  substantial  in 
ofCitiatioiis  who  wish  U>  become  a  financial  services  holding  company.   While  the  bill  retains 
the  Federal  Reserve  as  the  holding  company  regulalor,  the  bill's  intenl  is  to  ^vide  a  notice 
procedure  as  opposed  to  the  current  qiplicatiDn  fHOcedure  so  thai  these  entities  may  fiinclion 
somewhat  more  like  nonnal  businesses.   The  bill  makes  substantial  steps  in  that  direction 
although  some  subtle  issues  remain  which  we  hope  lo  address  with  the  Conmiillee  as  the  process 
continues.    While  H.R.  1062  changes  the  regulatoty  process,  (be  culture  of  the  regulator  is 
another  matter;  the  Federal  Reserve  is  a  bank  regulator  and  has  viewed  any  non-Iiadilional 
affiliations  oractivitics  more  critically.  As-JimRoUnson  testified  last  week  before  the 
Subcommittee  on  Cental  Markets,  the  Federal  Reserve  needs  to  became  a  'financial  services* 
regulalor.  artd  that  will  be  a  difficult  Iransilion  for  Ihem  (o  make. 

The  Investment  Bank  Holding  Company  established  in  the  trill,  vAuie  not  presently  of 
direct  interest  to  most  AFSA  members,  provides  a  uscfiil  approach  for  dealing  with  deposit 
insurance  concerns  for  certain  activities  while  providing  some  other  benefits  the  present  banking 
system  confers  upon  its  member  banks.  Where  deposit  insurance  is  not  a  factor,  there  is  no 
reason  lo  restrict  affiliations.   AFSA  would  urge  the  comniinee  to  explore  whal  other  kinds  of 
uninsured  institutions  could  be  established  thai  might  meet  various  needs  in  oui  financial 

AFFILIATIONS-  li.iur.nw  .nd  Nnnflti.neUI  Cimmmt 

Tbeaftiliationissueisattherootof  oneof  AFSA's  primary  concerns  with  H.R.  1062. 
As  indicated  at  the  beginning  of  the  testimony,  AFSA  rejnescnls  an  extremely  diver«  groi^  of 
lenders,  primarily  market  funded  and  accordingly  subject  to  intense  scrutiny  and  regulation  by 
the  markets.  A  great  many  of  these  entities  have  a  wide  range  of  affiliations  with  some  lypc  of 
federally  insured  institution.  Virtually  all  of  these  affiliations  have  been  in  existence  for  some 
time  with  varying  degrees  of  anticompctilive  fimctional  constraints  imposed  by  federal  law  and 
regulation.    There  has  never  been  any  evidence  that  any  of  these  entities  pose  any  systemic  or 
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deposil  intuiancc  rUk  u  ihey  go  about  dieu  business  of  providiDg  between  1 0  and  1 5  pefc«!ni  of 
all  cotDumer  credii. 


At  Ihe  veiy  least,  a  buc  fmancia]  services  holding  company  should  include  insuiaDce 
il  difTicull  to  argue  that  insurance  is  not  "financial  in  nature  or  incidental  to  such  financial 


Beyond  iniuiance,  AFSAstcooglystq^ponstheabiliEy  of  commercial  (inns  to  own  or 
otherwise  afniiaie  with  such  a  holding  company.   The  issue  ofmixing  banking  and  non-financial 
commerce  has  become  an  overblown  theological  issue  w^ien  it  really  is  at  most  a  competitive 
inequit>'  susceptible  of  legislative  solution.   The  prohibition  on  banking  and  commerce  has 
alwaysbeenshollhrough  with  exceptions- especially  at  the  sttiall  bank  level- and  none  of  these 
exceptions--  at  least  at  the  level  of  significant  publicly  owned  cotpoiations-  have  given  rise  to 
any  problems,  let  alone  problems  that  would  justify  the  federal  inhibition.     Thousands  of 
individuals  own  banks-  large  and  small—  who  also  own  many  and  varied  commercial  interests, 
none  of  which  arc  subject  to  the  same  holding  company  affiliation  restrictions  and  oversight  as 
banks  owned  by  coiporaie  entiiities.    It  is  difficult  to  understand  why  Individuals  should  not  be 
subjecl  10  the  same  banking  and  commerce  lestrictions  as  corporate  owners,  if  the  proximity  of 
banking  and  conunerce  truly  is  a  mortal  threat  to  Ihe  banking  system.    If  it  is  hannful  for  bank 
and  commercial  entities  owned  in  the  commercial  form  to  affiliate,  and  AFSA  does  not  think  that 
It  is.  then  the  same  restrictions  should  apply  to  the  thousands  of  wealthy  individuals  who  freely 
mix  banking  and  commercial  enterprises. 


The  primary  argument  postulated  against  banking  and 
company  form  would  result  in  large  concentrations  of  econom: 
the  potemial  for  conflicts  of  interest  between  the  bank  and  the 
pose  undue  risk  to  Ihe  bank  and  the  fedeml  deposi 


that  such  a  holding 
in  addition  to  having 
litities  that  would 


AFSA  believes  that  this  aigumeni  has  little  merit,  especially  in  (he  c( 
marketplace  in  which  our  finandal  services  industry  now  competes. 
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CoDcentntions  of  economic  leaourcti  tre  br  more  likely  to  occur  in  small  towns  w4ierc, 
M  described  above  there  is  only  one  bank  owned  by  an  individual  wbo  also  owns  odter  major 
economic  units  luch  u  the  local  ■"'**j'*™*r"'  insunnce  agency,  car  dealer,  feed  store,  etc.. 
Economic  copccntratioo.  particularly  in  todav*!  global  market.  i»  not  just  size  bul  size  in  relation 

inloTutionally,  is  subject  to  competilion  at  every  size  level.  &om  the  smallest  independent  bank 
to  ttie  largest  J^sanese  bank. 

Size  alone  should  not  be  an  indicator  of  nmcentration  and  should  not  determine  holding 
company  activity  restrictions.  Size  in  a  domestic  market  is  a  problem  only  if  that  madLet  is 
protected  from  competilion  or  if  market  forces  are  otherwise  weak.   The  types  of  domestic 
financial  institutions  pcnnitted  by  H.R.  1062  will  ^bably,  in  general,  be  much  larger  than  any 
heretofore  able  to  exist  In  tody's  global  finaDcial  services  market,  larger  institutions  are  a 
necessity.  While  AFSA  feels  that  this  H.R.  1 062's  limited  qiproach  will  be  boKficial  to  our 
inlemBtional  Eompetiliveness,  we  don't  feel  that  the  benefits  of  modemizalion  should  stop  at  this 


In  terms  of  risk  to  the  bank  and  insurance  fiind  fiora  such  a  diversified  structure,  the 
experience  with  life  insurance  holdii^  companies  is  instructive.  In  its  19S8  report , 
Modtrnizalion  of  the  Financial  Strvicts  Jndtalry:  A  Plan  For  Ctq>ilal  Mobilily  Wilhin  A 
FrtuneH«rjt  0/ Sq^t  am/ Siwni/ AoRJUng:  the  Committee  on  Government  Operations  of  (he  U.S. 
House  of  Representatives  found  that: 


"  A  close  parallel  exists  between  the  temptations  a  financial 
services  holding  company  would  face  to  draw  on  the  resources  of 
its  bank  subsidiaries  in  a  time  of  difficulty  and  the  similar 
temptations  thai  fxx  the  managements  of  existing  life  insurance 
holding  companies  under  similar  circumstances.  Life  insurance 
companies  resemble  banks  in  the  sense  that  they  are  closely 
regulated  for  safety  and  soundness,  and  their  (AligatiDns  to  policy 
beneficiBries  are  protected  by  a  form  of  State-supervised 
Then  is  thin  the  obvious  danger  that  a  holding 
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company,  one  of  w^iok  other  lubsidiaiies  u  having  financial 

difficulties  may  try  to  obtain  additional  fimdii^  for  the  troubled 
afliliate  from  the  resources  of  the  insurance  company. 

This  potential  threat  to  the  resources  of  these  insured 
institutions  has  not,  however,  prevented  the  the  formation  of  life 
insurance  holding  Eompanics  combining  within  the  same 
corporation,  major  life  insurers,  majot  securities  firms,  major 
mutual  (ijnd  organizations,  and  other  substantial  financial  and 
nonfinancial  operating  companies,  ...  To  accomodate  this 
movement  toward  holding  company  foimalioii!,  a  paltein  of  State 
regulation  of  the  affairs  of  the  life  insurance  companies  and  their 
inieraffiliate  dealings  has  been  established  that  seeks  to  insulate 
the  life  insurers  and  without  imposing  substantive  operating 
1   the   affiliated   companies   or  the   parent   holding 


...The  Committee  fittds.  Ibetefore,  that  the  State  regulatory 
experience  with  life  insurance  holding  companies,  in  which  the 
insurance  companies  are  protected  from  abuse  without  destroying 
(be  apparent  synergies  and  incentives  for  holding  company 
affiliations,  lends  substantial  support  to  the  coitunittee's  conclusion 
that  effective  insulation  of  banks  can  be  made  fiilly  compatible 
with  the  fiindamenlal  objectives  of  financial  services  holding 
companies". 

(H.R.   REP.  No.   I0O-324.,   lOOth  Congress.   Isl  Sess.,  43-44, 
(1987)). 


AFSA  feels  that  the  experience  of  the  stales  with  life  insurance  holdbg  con^Mnies  is 
>e  and  urges  the  commitlcc  to  lake  a  close  look  at  this  model.  H.R.S14,  the  '  Financial 
Services  Depository  Institulions  Act  of  1995"  introduced  by  Congressman  Baker  draws 
significantly  from  this  model  and  provides  a  good  blueprint  for  how  different  affiliations  can  be 
accomodated  and  we  strongly  urge  the  Committee  to  seriously  explore  the  e> 
affiliations  within  a  holding  company  structure. 
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Awn.  coMwrmvE  BKsnucnnws  mwTAiNFn  iw  thb 
"COMrermvE  eoualitv  aAWKiNn  ^ctt  qf  imt" 

In  tenns  of  die  limiicd  rdkf  provided  by  HJL  1062  fiooi  ihe  gnnvA  cap  and  iflilijie 
tma»eiioiantlnetitmteotUttedm1bc''CaaipedtiveE^a^BaB^nfActofi9S7\  AFSA 
greMly qiprecwiettfae Oimiiwn'i mtiMive onifai* iwue.  EapedallyuilJgbioftfaeafBliatkm 
restrictioiis  in  HieFiiMaciilSctvioeiHoUiiisCaaqMnyestaMidxidl^RR.  1062  and  the  total 
lack  of  afBluIiaa  rcstnctiaas  on  individuals  m  dimmed  above,  AFSA  Kradgly  belicvn  thai  the 
uset  growth  limitalian,  ■*  vkU  h  odicT  CEBA  lestiictionc,  riHNild  be  eliminiled  fbrjU 
pindfubend  CEBA  limilEd  pupoK  tanki.  Tlie  growth  CMp  a  ■  gratuttom  and  anticoaipelitive 
mtimint  on  lq{itiiuale  *™~'"''  imlitutiaDi.  It  ii  unhevd  of  for  ny  tne  entopcise  to  be  hobbled 
by  such  tegislalive  lOtiictiaaL 

Liniied-iiuipoae  XEBA  banks'  «e  institutions  wbose  ownership  by  entities  that  ate  not 
bank  holding  companies  was  gtandftfeCTcd  imder  CEBA.  provided  thai  the  banks  conqriy  mih  a 
number  of  remictions.  These  include:  a  resriclion  on  engaging  in  both  detnand  deposit  taking 
and  commercial  lending,  a  limitMian  on  cromnaiketing  with  afBliMes,  a  restiiction  on  engaging 
in  activities  in  which  the  bank  was  oM  engaged  on  March  S.  1987,  a  rciliiclion  against  cieiting 
"daylight  overdnAs*  cd  behalf  of  affiliates,  and  a  limitation  on  asset  growA  to  71i  annually. 
These  bonks  aic,  however,  tubiect  to  the  same  cental  requiienients,  superviiiira,  community 
leinvestmcnl  obligations,  consumer  pnMectian  laws  and  other  banking  laws  as  (iill-seivice  banks. 

Tile  CEBA  rcsDktiaas  wen  characterized  as  temporaiy,  and  Caryreu  stated  that  they 
would  be  leconsidaad  a«  part  of  *compieheiiiive"  banking  l^islaliop  that  addressed  such  issues 
as  interstate  banking,  aid  the  lUity  irf  fUl-setvice  baiks  to  engage  in  Mcutilies,  insuance  and 
real  estate  activitiet.  The  pivpoae  of  the  rearictiaoi,  according  to  CEBA,  was  to  permit 
Congress,  nthcr  than  Ae  RgidMafs  or  the  courts,  to  more  clearly  deSne  bow  financial  services 
providers  tvere  to  be  legulMed,  to  oKoiaage  Umiled  purpose  hanks  to  si^iport  Ibis  eflixt,  and  to 
maintain  both  the  competitive  and  safety  and  soundness  status  quo  pending  coosideiation  of  such 
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Unfoitimitely,  in  the  I  yem  since  CEBA's  auctmeiit,  CoDgnn  hu  not  cDKtcd  B 
'comprehensive"  GnaDCial  tervicet  law,  and  the  restricticnt  on  limitediwrpDu  banks  remain  in 
ptacc.  Ncveilhelcss.  there  have  been  many  changes  that  make  the  retention  of  these  lestiictions, 
paiticularly  the  growth  cqi.umecenaiy.  Theseinclude:(l)aiipiificaiiIdeclineiallieniBnbeT 
of  limited-purpose  banks  (ficon  about  160  to  23),  which  reduces  dteir  competitive  impact  and 
facilitates  r^ulaum*  ability  lo  lupervisc  them;  (2)  Ibc  enactment  otimponua  banking  laws  in 
1989  and  1991  that  enhance  regulaton' ability  to  iniurc  dun  thete  (and  other)  banks  are  run  in  ■ 
safe  and  lound  manner,  including  auAiority  to  freeze  bank  asset  growth  if  ci^IbI  levels  decline, 
(3)  the  enactment  in  1 994  ofintenlale  banking  legislation  which  allows  full  service  banks  to 
compete  geographically  with  limited-purpose  banks  and  their  owners,  and  (4)  the  apinoval  by 
bank  regulators,  and  the  courts,  of  a  growing  list  of  securitiei,  ittsuiance  and  other  financial 
services  aclivilies  permissible  for  banks.  These  changes,  occurring  while  limited-purpose  CEBA 
banks  have  remained  subject  to  onerous  limitations  on  Ibeir  growth,  activities,  and  relationships 
with  afTiliaies,  address  the  concern  expressed  in  19S7  about  banks'  ability  to  compete  'oa  a  moK 
equal  basis"  with  limited-pwpose  banks. 

Again,  iftbe  Committee  does  not  choose  to  expand  the  affilialions  in  H.R.  1062,  AFSA 
would  strongly  urge  thai  umple  fairness  artd  competitive  equity  compels  the  complete  lifUng  of 
the  CEBA  re 


DEPOSIT  INSIlHANrF.  RFFORM 

In  addition  to  AFSA's  concern  over  the  limitations  on  affiliatioi»contatited  in  H.R.  1062, 
as  well  as  the  limitations  on  CEBA  relief,  the  more  general  concern  that  AFSA  has  is  that  the 
bill  does  not  do  enough  to  bring  market  discipline  to  the  insured  portion  of  the  industry  nor  does 
it  does  it  address  the  overriding  issue  of  deposit  insurance.  AFSA  feels  that  Congressman 
Baker's  bill,  H.R.  SI4  does  more  to  increase  market  discipline,  while  allowing  greater 
affiliations  although  it  does  not  take  the  issue  of  deposit  insurance  refbnn  head  on. 
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AFSA  believes  that  its  tneinbers  who  are  ptimarily  marktt  fimded.,  and  who  have  a  wide 
range  of  affiliations,  ofTer  an  excellent  illustratioo  of  the  effectiveness  of  maikel  regulation  for 
the  commercial  ownership  of  financial  institutions.    AFSA  regrets  that  the  debate  on  financial 
modernization  has  not  yet  focussed  on  both  the  issue  of  how  more  market  regulation  con  be 
injected  into  the  federally  insured  part  of  the  financial  system,  and  on  who  should  close  weak  or 
failing  insured  institutioas  -  the  maiiets  or  the  regulato's.  AFSA  believes  that  the  experience  of 
financial  institutioas  fimded  in  the  commercial  paper  market  provides  a  blueprint  for  increased 
competition  and  availability  of  financial  products  as  well  as  a  rqiid,  highly  effective  discipline 
of  unsound  risk-taking  combined  with  an  exit  mechanism  for  weak  or  &iling  institutions  that 
only  impacts  shareholders  and  management,  without  significant  systemic  risk. 

BFnULATION  OF  MARKET  FUNDED  LENDERS  THROUGH 
THE  COMMERCIAL  PAPER  MARKETS 


Fundamental  rharacteristics  of  Maritet 

The  fundamental  ditference  between  maritei  funded  lertders  and  banks  is  the  nexus  of 
their  relationship  with  local  communities.  Banks'  relationships  with  local  coimnunities  emanate 
from  their  deposit  base.  Market  fimded  lenders  enter  local  communities  through  their  lending 

funded  by  the  capital  markets. 

In  the  typical  banking  model,  a  bank  geitetaies  fimding  for  its  lending  activities  from 
deposits  gathered  in  by  local  offices.  It  then  lends  these  l\indsloca]lyor,  If  local  demand  is  not 
sufticient  or  the  bank  elects  to  focus  outside  the  conunuaily,  the  bank  leitds  in  other  markets, 
buys  securities,  or  places  Ihe  funds  in  the  federal  fimds  markets  (i.e.,  lends  to  other  banks 
throughout  the  nation). 
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Clearly,  ifacn  are  exceptiotu  to  this  putem.  especially  among  larger,  xi^lesale  oriented 
banks'.  Nevertheless,  in  the  context  of  c<msuiiier  lending,  this  model  gives  a  good  picture  of  the 
funding  and  lending  dynamics. 

The  model  for  the  typical  market  fiinded  consumer  lender  is,  in  ■  sense,  opposite.  Ttteae 
companies  ruse  their  funds  in  global  capital  markets  by  issuing  cominercial  pqier  and  mcditun 
and  long  term  debt.  To  teduccihcir  cost,  their  commercial  pqser  is  often  backed  by  bank 
back-up  lines  of  credit,  the  same  wqr  thai  non-finaDcUl  cotporations  rely  on  bank  back-up  lines 
of  credit  to  enhance  their  credit  ratings. 

As  in  the  case  of  the  banks,  there  are  eKC«ptions  to  this  model,  but  again,  it  is  a  good 
representation  of  the  funding  and  lending  dynamics. 

What  these  models  show,  very  simply,  is  that  banks  generate  fimds  locally,  largely  &om 
consumers  and  small  businesses,  to  lend  inside  or  outside  the  local  marifel,  v^le  market  fimded 
lenders  raise  funds  worldwide  to  lend  into  local  consumer  and  small  business  markets,  Tliis 
fundamental  difference  between  the  two  grot^is  is  the  basis  for  many  of  the  institutional 
distinctions  between  them.  Further,  as  illustrated  throughout  this  paper,  that  ditference  Is  the 
primary  reason  that  market  funded  lenders  should  not  be  regulated  like  banks. 

Market  Oversi^l 

The  performance  of  publicity  traded  banks,  thrifts,  and  market  funded  tenders  is  followed 
closely  by  the  capital  markets.  Their  debt  securities  are  rated  by  the  rating  agencies  such  as 
Moody's.  Standard  and  Poor,  and  FItcb.  However,  there  is  a  key  difference  between  depository 
institutions  and  market  funded  lenders.  If  the  markets  lose  confidence  in  a  bank  or  thrift,  the 

'  One  exception  to  this  model  is  funding  by  securitizing  assets.  In  this  process,  the 

institution  pools  receivables  and  sells  them  as  a  security  to  investors,  thereby  raising  new  funds. 
This  type  of  funding  is  becoming  increasingly  popular  with  all  lenders,  including  banks.  To  the 
it  means  thai  banks  are 
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■l)ilitvtoftliidta>cliviliB«ndlogrow-itmuiilihriiik«iriiiltiin«HviTiMvhefr. 

An  inqMrUM  source  of  lutding  for  mnket-fuaded  lenders  is  commercUl  paper. 
Commercial  ptpa  is  Aott  Vnn,  unsecured  debt  sold  by  corporations  with  good  credit  ntdiigs. 
Commercial  pqwr  is  gcncnlly  issued  to  large  investors.  All  types  of  corponlions  issue 
commercial  pq>er,  includii^  mmniftcturen,  transponation  ctmpanies.  banks,  and  finance 
companies. 

Because  the  maturity  of  commeitial  papa  is  so  sboit,  270  days  or  less,  issuers  usually 
expect  10  roll  it  over  It  maturity  lalber  thin  pay  it  off ,  However,  to  obtain  a  higher  rating  for 
their  debt  by  providing  additonal  insurance  that  they  have  liquid  fimds  available  in  the  event  that 
conditions  change  and  tbey  must  repay  their  pqier,  Ibe  issuers  obtain  back-up  lines  of  credit  for  a 
fee  liom  banks,  although  this  practice  is  decreasing.  It  is  important  10  note  that  the  actual  risk  of 
loss  10  banks  is  extremely  low.  Their  role  is  to  be  ready  to  provide  liquidity,  but  in  most  back-up 
arrangemenls  tbey  can  restructure  the  debt  to  secure  their  interest  to  should  the  issuer  foce 
financial  difficulties.  Even  that  is  unlikely,  since  only  hi^  grade  corporations  are  accqried 
commercial  p^ier  issuers.  In  particulaT,  the  finance  company  issuers  have  high  levels  of  cq)ital 
which  protect  the  banks  against  potential  losses.  Further,  many  finance  company  obligations  uc 
guaranteed  by  strong  parent  companies.  Commercial  pqicr  defaults  have  been  extremely  rare,  as 
have  failures  of  finance  companies. 

The  Westinghouse  Credit  Corporation  is  a  good  example  of  bow  the  market  resolved  a  potential 
problem.  Asaresuhof  large  loan  wriieof^btbeearly  1990s,  WestinghouseCredit 
experienced  large  losses.  The  company  k»l  its  credit  rating  and  could  IM  longer  issue 
conunercial  p^er;  the  credit  rating  of  the  parent  company  was  impaired  and  it  was  forced  to 
downstream  c^ial  to  the  finance  company.  Tbecompanydrewdownitslinesofcteditat  about 
SO  foreign  and  domestic  banks.  These  lines  were  restructured  into  secured  lines.  The 
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liquidaiinn  wts  orderiy  and  quid:  wiihout  crisis.  Throu^Mut  tbe  pnctss,  the  patent, 
Westinghoiue  Electric  stood  behind  tbe  debt  of  its  subsidiary. 

As  the  Weslinghouse  example  illustnles,  il  is  absolutely  critical  to  maikel  funded  lenders  that 
they  be  well  regarded  by  the  nuufcel.  It  is  in  that  sense  that  tbe  market  regulates  Ibeir  financial 
viability  and  this  regulation  of  safety  and  soundness  is  swift,  with  no  excuses. 
The  Weslinghouse  example  is  one  w^Krc  the  subsidiaiy  impaired  the  parent  and  tbe  subsidiary 
was  forced  to  shrink  and  close.  However,  market  discipline  works  in  the  opposite  direction  as 
well.  There  have  been  several  instaitces  where  the  manufacturing  parent  of  the  finaocc  company 
encountered  financial  difficulty  and  received  an  impaired  credit  rating.  Even  though  the 
subsidiary  finance  companies  were  doing  extremely  well,  they  were  forced  to  shrink 
significantly.  The  Fedeial  Eteserve  has  been  tiyii^  to  implement  a  similar  'source  of  strength" 
doctrine  for  banks  and  the  bank  holding  company  for  some  lime.-  The  market  is  considoaUy 
ahead  of  it,  even  with  all  of  the  bank  regulatoiy  improvements  that  have  been  made  since  1 989. 


The  fundamental  difference  between  banks  and  marifct  Ivnded  constuner  lenders  exidains 

the  dramatic  diflerence  in  incidence  and  resolution  of  failures  of  the  two  groups  of  institutions. 
Banks  are  funded  primarily  through  deposits.  As  the  experience  of  tbe  1980s  clearly  illustrates, 
banks  can  continue  to  maintain  and  even  increase  insured  deposits  while  the  quality  of  their 
assets  is  severely  deteriorating.  The  S£L  debacle  gave  an  even  clearer  picture  of  bow  insured 
depositoiy  institutions  can  grow  despite  severe  asset  quality  problems  At  some  point,  the  bank's 
liabilities  may  even  exceed  the  true  value  of  its  assets.  When  this  occurs,  or  hopefully  somewhat 
sooner,  tbe  regulators  must  close  or  merge  the  bank.  The  regulators'  goal  is  to  protect  tbe  deposit 
insurance  fund  from  losses.  Thai  requires  that  their  primary  focus  be  on  ensuring  the  safety  and 
soundness  of  the  banks  to  avoid  their  ^lureand  potential  losses  to  the  insurance  fimd.  If  the 
bank's  assets  arc  not  sufliGienl  to  cover  the  insured  deposits,  the  difference  must  be  made  by  the 
FDIC's  bank  insurance  fund.  Insured  depositors  fimds  must  be  protected,  by  law. 
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Ill  Gomnst,  the  bUure  of  a  nufket  foodcd  lender  it  bone  xtlely  by  its  ibndMlden  and 
debtbolden.  Neilbct'ittcuMoaMn.iiortbegovctaiiieot.aor&ctaxp^wnarediiectlyaffecUd. 

Second,  the  rnvkcl  typkaUy  requna  tlHl  die  nitricel  finided  tcadcn  bold  mote  nqrital 
relitive  to  mets  dMU  b«d(s.  As  of  year  end  1993,  tbe  medial  ratio  of  equity  to  assets  for  bank 
boldingcimpniie*  with  ameli  of  SIO  billion  or  ibove  was  T.9S%.  The  median  tor  the  largest  20 
publicly  held  finaoce  companies  (ladced  by  told  cqiital)  in  1 993  was  11. 9714.   Attached  ii  a 
recent^  released  chart  showing  diM  a  representative  sampling  of  finance  companies  had  avenge 
equi^  to  assets  almost  do«d>le  that  of  a  representative  samfding  of  banks. 


The  growth  of  finance  company  assets  over  the  past  fifteen  years  was  financed  largely 
with  fimds  from  the  burgeoning  securities  markets.  Unable  to  issue  deposits,  finance  companies 
raised  funds  largely  in  the  commercial  paper  (CP)  and  corporate  bond  markets.  At  first,  the  Cfi 
market  was  the  primary  source  of  fiinds,  with  money  market  mutual  fimds  allocating  major 
portions  of  their  portfolios  to  highly  rated  commercial  paper.  Finance  comparues  became  by  far 
the  largest  issuers  in  tbe  CP  market  Tlie  outstanding  amount  of  CP  by  finance  companies  grew 
an  average  of  12  percent  a  year  from  19S0  lo  1990  and  stood  at  S1S3  billion  by  the  end  of  the 
period.  In  the  secoitd  half  of  die  decade,  total  liabilities  grew  more  slowly,  but  corporate  bond 
issuance  surged  14  pcrtcnL 


A  finance  company's  credit  rating  depends  not  so  much  on  its  own  c^Htalization  as  on  the 
uC  of  a  parent  and  the  perceived  cqiital  strength  of  that  parent.  Some  of  the  strongest 
parents  are  commercial  or  industrial  firms.  Financial  ties  to  such  parents  often  help  raise  a 
finance  company's  credit  ratings  and  thus  lower  its  borrowing  costs,  a  benefit  of  ownership  that  is 
not  iiBtitiitionally  available  to  commercial  banks. 
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By  assigning  the  credit  ratings,  the  nting  mi  m  ii  i  in  effect  set  capital  adequacy  gmdelincs  for 
finance  companies.  In(lMMguidcHDes,theaBenciesb^iiiqMitBiitaccotiiitofthepareiits' 
strength  and  the  financial  ties  between  patents  and  subsidiaries.  When  tbe  patent  is  rated  higher 
thanthefinancecompMiy.rMingagenciesioritlbtmedMdnsinsthWprotectthcsubiidiaiy  in  the 
event  of  parent  stress.  These  mechanisms  may  inelude  anomey^  kUets  md  dA  csveimnCs 
limiting  the  «q>ital  a  parent  may  take  otB  of  a  subndiaiy.  On  average,  a  lulaidiaiy  receives  a 
somewhat  higher  rating  than  its  parent  because  die  financial  ties  are  dwignnrt  to  enhance  the 
finance  company's  rating  rather  than  its  paranf  s. 


IMPLICATIONS  OF  MAlUCrr  KECUIATION  POR 
FIWANaAL  MODERNIZATION 

As  is  demonstrated  by  the  •bdve,  it  is  the  senntivity  to  the  financial  condition  of  both  the 
parent  and  financial  subsidiaiy  comUned  widi  die  abiliQ'  of  the  market  to  act  quickly,  without 
discretion,  that  makes  maikcl  regulalioa  so  effective  and  gives  lie  to  ni  many  of  tbe  doomsday 
scenarios  when  an  insured  institution  is  dirown  iHo  the  mix.  In  Ac  sliuctuie  proposed  in  H.R. 
S14.  withsepaiateIyc^)italizedBfIiliBtes,nioitofwhaaiarcmBkeli^ulaied,  it  is  difficult  to 
see  tbe  risk  to  tbe  insured  institution,  eqiecially  niien  cooibined  with  the  bill's  'cqiital  bear 
down"  provisions.    TIk  rating  agencies  and  mariuts  are  going  to  be  well  awKCOf  Ac  liability  of 
the  holding  company  and  its  uninsured  affiliates  to  the  insufed  iiBtitulioa;  dlis  will  be  reflected 
in  tbe  capital  ntios  and  debt  ratings  for  the  mnket  funded  firms  in  the  holding  company  and  the 
reaction  of  the  market  to  any  problems  in  any  of  die  ■"■"«'*«.  partictilariy  the  insured  affiliate  as 
the  market  will  know  that  the  liability  la  die  inswed  affiliate  is  virtually  imlimitH  while  (be 
liability  of  the  insured  affiliate  to  tbe  oAiets  is  nonexisMnt 

Quoting  again  from  the  1 988  Committee  on  OovcinmeiilOpewtioiisiepott.Afotfentfaoriow  of 
the  Financial  Stnices  Industry:  A  Plan  For  CqpUal  MobaUy  WWim  A  /VanrworJt  of  Si^  ami 
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11k  pRsent  U.S.  builuns  (yitm  is  DM  ODly  atrictly  regulated  as 
to  how  it  conducts  its  basic  banking  business  but  alio,  in  theory,  it 
is  lightly  compartmentalized  from  other  types  of  fininciil  and 
iKin&iancial  bininess.  Tbc  principal  objective  of  this  structure  of 
intense  regulation  md  tight  companmenialization  that  has  evolved 
over  Ae  years  has  been  ta  control  the  risk  exposure  of  individual 
banks  so  as  to  pcolect  their  Mifety  and  soundness  and,  thereby  to 
inmtimizc  the  stability  of  Oe  banking  and  financial  system  as 

Uteitability  of  (be  financial  system  is  also  based  fundamentally  on 
the  GoveiTunenl-sponsored  deposit  insurance  protection  provided 
for  for  bank  and  other  depositary  institution  deposits...  This 
system  of  deposit  insurance  then  provides  a  further  reason  to 
in^se  regulatoiy  barriers  and  light  risk  standards  on  banks  and 
other  depository  institutions,  in  order  to  protect  the  insurance  fiinds 

from  losses almost  no  corporations  other  than  existing  banks 

01  bank  holding  companies  are  permitted  to  purchase  a  bardi  or 
start  a  new  bank.  Existing  banks  as  a  group,  are  thus  protected 
ftom  new  competition  from  other  business  corporations.  IMs 
comprehensive  baniet  against  corporate  entry  into  banking  also 
serves  to  reduce  Ac  risks  in  banking  by  screening  out  potential 
competition.' 

(H.R.  REP.  No  100-324.,  100th  Congress.  1st  Sess,.  3-4.  (I9S7)). 

Obviously,  this  has  not  worked  very  well  compared  to  market  regulation  and  compelilion.   The 
goal  of  any  financial  modernization  should  be  to  reduce  the  dependence  on  deposit  insurance  and 
govemmenlregulation  with  the  substitution  of  market  discipline.   To  the  extent  that  certain 
fiiiKIions  must  be  conducted  in  insured  institutions,  ownership  of  these  institutions  should  not 
be  restricted. 


The  other  reason  deposit  insurance  must  be  substantially  addressed  is  because  it  has  provided  the 
nexus  for  a  uftole  host  of  regulation  that  has  nothing  to  do  with  safety  and  soundness,  but  instead 
is  designed  to  fund  a  host  of  social  programs.  As  budget  funds  for  new  programs  arc  very  scarce 
and  almost  no  old  programs  arc  cut,  many  interest  groups  ore  searching  for  private  income 
streams  that  can  be  natitmalized  for  social  purposes.  Deposit  insurartce  has  provided  the  basis  for 
all  of  these.  It  is  important  to  lake  advantage  of  the  o^wrtunity  the  Committee  has  before  it  to 
reduce  to  the  maximum  extent  this  exposure. 
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H.R.  1062,  isindicaled  above,  t^ei  ■  fnU  Mep  fcnvMd  in  m 
lynem  and  ibouldbe^iplaudcd.    Aittierfpvclrrtiiiwiyindicafci*,  lime  are  mwiycomtKlitiw 
aodnructmlismestfutarenot  •ddieaedbrHJL1062.    At  HKpraoA  time.  APSA  feels  Hal 
H.R.SI  4  provides  a  betlCT  buis  for  pUciiig  bD  toaei  OD  Ihe  Iriik  Bid  inoviDg  forward  with 
comprehnuivc  modemizatim).  We  hope  thM  the  '-*■"■'■■*'**  «iD  -"•t^tr  in  of  Aeae  issues  in 
the  beaiing  process  before  deddtns  to  move  fenraid. 
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u^.  stcuRrms  and  exchange  cohtUBsaos 


MASCHIS,  IMS 


I  nywciue  thii  o|i|N)naiiity  to  tnttty  «  bebilf  of  dw  Secarida  aed  Bntmic 
CommiKtoo  rr^Muig  H.S.  18,  tbB  'Roucid  ServicM  Compttitivwiwi  Act  of  1993,* 
iDCiodDced  GuUflT  dui  yev  by  Clniiiiiui  Tf%rh  ^  I  would  like  to  ttamk  yoUt  Mr.  Chiixmui, 
for  hnMwn  thnt  hmimi  nd  jiititiwy  fji^  pfeMflt  dlilocue  oo  Qlui-Stsacill  leftann  ""H 

Tbo  Comniiipoo  nffiorts  die  pnac^xl  pinpoK  of  H*IL  18,  v4dch  U  ID  pciiwJ  buki 

trt  patrtripat*  mni^  ftilly  ifi  tli*  —miiHaa  hiwtMW  rtHin«£h  afWHfwl  fnwmtlfaM       (Sut-StGU>U 

KAxm  would  provide  buki  wkh  pBtm  BedtaBty  uid  new  avenoM  for  Inaovitiaa.    By 


hu  fbcusod  on  dioK  buik-xidiied  inuM.  ^ni  ii  ^Hyj^fff^^T^^h^^li■    Hie  tr*"*^  lole  of  buki  ia 
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the  U.S.  coanomy.  Ok  ■■■pni-^  nft^  mi  lOMdMn  baMi  BilBd  to  Ike  tahtacj  at  tte 
fedenl  depotk  iiwnnnce  nfiXr  Mt,  «d  the  ccMpOilive  bMdu  flhii  Tlwiitl  lefbtn  win 
brtos  to  the  h*i*iri**g  ioduttn,  ttt  wH  imp^wtmut  Ihks  IhM  dmain.  nTjin'i  ■  f^iwiiif^j^m 

As  Coopcn  uwiihlnB  how,  lad  Ki  whit  olX,  to  |nmlt  iftiitohwii  bilwuui  the 

y -rini;t-iyfc..».p.n*«».^.iB»*»i.iiiM.i.«^ifc.— urftu.— fc—j— .ny  ftt— II 
u  buki.   Ai  ifae  defaue  on  (Hu^^Mfall  rdcxB  Bowei  fotmui,  the  riMiimiiiiiMi  nsei  Ac 


n*t,  &•  bfMtMf'  pwipMdf  MHt  ha  ayiMiii 

the  iiilmnty  of  Bwhctt  Mid  wbsntfxyoibo  Mnml  tfwy  wID  uoccive  i  Ughlovd  of  hrwtfof 
pnxsctioa.  The  CommiKKn  tbcuAMC  nioi  Ca^cnm  lo  mhc  livului  pnloctioo  u  mdi  ttf 
a  priority  u  bulk  nftcy  lad  "■■*■■" 

SMMd,  Ih*  Tltall]>  if  Mr  apKri  MnfeA  hm*  b»  pwirrf.  The  U.S.  afUMl 
BvkBCi  HE  Oe  deepetf,  mott  Hqidd,  «d  araiCMt  i>  Ihe  worid.  la  1994  akMe  Omb  Maikcti 
ailed  tl  trilliopiiic^MlfoTmwaiMaictBw^ytanwiBiharieiMidcwMBaewjoba.  Thit 
cipital  wu  nited  diieedy  fnm  privMe  iiiiMii.  wiihaM  the  liiwni  of  fedenl  depont 
iowniKe.  As  CoofiEw  wdghi  »ip«iiitin  bMl:  r'™'*'™  powen.  It  nna  be  mdU  wN  lo 
Jnqwwbeiik-ilyle'wfttyiiidsoiiiiitaBM' wylwMitiWiorf^wwiilBiionthew^^wiliBiiMitBU 
that  could  iinr*tr  dietr  MiHiinffd  nccen- 

Tto  Coounisdoa  ii  pleuei  ihH  H.R.  18  teket  Mcpt  lo  adtan  Ohm  isaics. 
Specifiallj',  the  biU  coitttiiu  proviabai  ihM  wonkl  eehiaee  ioveaar  praectioa  by  pi^nwuiwi 
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hw  c 

princvle  of  Amctkanl  legulMioa;  we  love  loot  nMUMiiwd  thM  Qlu(-SiMpU  idonn  mua  be 
iccmipuiwd  by  lefbnm  to  bnng  h«i^  iwuiiiiri  Ktivitia  widiia  the  sectxrtfM  iwutatocy 
Ktmne.  Suchan^v'^vch  would  sown  ttautlieiecitiiiiBiiadbuikiiit  letlvUBi  of  all  tuiket 
piitiiHpMft  —  ngndkn  of  the  aractnre  to  wUch  the^  tie  conducted  ~  would  be  tdc^ecx  to  a 
nogle  Ml  of  nndndi,  comiseaily  fpDtA  b;  one  expert  Ryuluor. 

In  idditkn,  H.R.  18  owttiiM  biyiw  pfoviaom  thu  would  bdliiUe  reguluory 
coofdiiMtion  ud  iiifonnitkM-ifaada|.  Tbeae  pimiaoot  recoinize  (ad  buOd  ai  the  cmcqx  of 
fiinaionil  r^nlttkn,  ud  are  fntBoded  to  [noaMe  efficktf  ngiililioD  that  don  not  unduly 


TlieCnmiiiiMionttoatlypportiaiedmmofthweprovirioni.  However,  we  believe 


fepiding  tbe  numenui  exeepdaa  in  H.S.  18'i  fmictioiBl  i^uUtlan  pioviiiaai,  wUch  would 
allow  bub  to  engafe  in  BfuificaiX  Mcuiitiei  activitiei  ouliide  tin  iKuiitiei  lesutaloty  Kiwme. 
Likewiie,  note  can  be  done  to  dariiy  and  lOco^tfaen  the  piovlnoai  aimed  at  acfalevijif  wbat 
FDIC  Chainnu  RicJd  Tlgen  Heifer  doscnibod  ai  "leamleu*  r^ulatoiy  coofdiMtlon.' 

Tbe  ConuniBsioo  fully  ippipciitts  die  difficulty  of  the  ConunlttBe*i  tnk.  In  lelbnnioB 
Gliaa-Steatill,  die  goala  of  nfteuaiding  f^i*'^  ffrjy  ■■wl  yrnn^tntm  1^4  *^*}^*^^i^  m  ftir  "ff 
compctiiive  lecuriflea  maite  miat  be  hanaonized.  Tlie  Commiiiion  ii  convinced  that  adaption 
make  it  easier  to  strike  tbe  appropriate  balBKe. 


Testimony  of  KicU  11(ert  Hdfer,  Qninnu,  Fedenl  Dapoiit  Insuianoe  CoipoiatioD 
{'FDIC'),  on  die  'Rnancial  Services  Coaqxdttveont  Act  of  1993'  and  Rdited  Issues 
Befbie  the  House  Committee  on  Banking  and  Financial  Servkes,  Fd>.  28, 1993,  at  11 . 
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Flul^,  dw  '^fflWff'trirTi  '■"■^"i—  am  Qm^jk^iII  lefbia  nbei  many  <**»* 


Mtndo'  of  (Ui  niMwa  provMw  tacfcsniMMl  MoMWioa  on  ihe  ndMtaf 
tun  for  hatiif  McnridBi  tctMtiet  anrf  Aksmbi  finctioail  n^altfioSi  die  "tvo- 

way  ■lULi,*  Mkd  nlucd  iune«.   Mok  dettOed  """——  oa  Ike  ■iiiiliiie  iilMiiil  pHwMoM 

fyiWiiyd  in  R.R-  IS  ne  Mt  fortli  in  the  ifspendx  to  lUt  liiMhiw^^ 

L        Ibe  Eriftliif  Bepilfn  Sttwcfrt  Md  tht  Nwd  hr  BepilrtwT  Brfam 

Bdrae  HiiUiucMi  (tf  die  OhM-^msall  Acx,  nme  dxqr  yetn  ifo,  U.S.  buk*  mn 
ngniliaun  piTtwipiiiTf  in  Ike  ntfioo's  fipitit  eurtni  JnAtttdy  bv  1930,  beiA  effilbfcv  we 
tptaaooBg  overSOpoccot  of  elliiewMcnikki  inDO,  and  41  peneB  of  ■!!  commeccU  twk 


Bank  invotvetncM  in  tbe  —"-<''—  maAeu  etae  onder  doM  Kntn?  after  die  1929 
■nuket  ciaih.  The  Peoon  healings  of'1933,  wUdifbeued  on  die  eaoKi  of  Ike  ciadi  and  Ike 
nibiequeat  banking  aisii,  imcoveredi  wideniigeofalauiveptactice*oadiei»naf  baiteMd 


Sas  Suian  E.  Kenwdy,  Th^  WMfcW  rririi  of  1933  212  (1973);  Donald  Lawevoort, 

i:>riw«l  n.«^„j  H.yi«in«    gs  MidL  L.  Bcv.  672,  694  {19S7).    -    '  '  '     ' 

affUiatra  by   1930  alao  clnmed  a  61   percent  nw'       ' 
Miti^Mtions.  SeeBdwinPetfchn.TheDivoiceofCoa 
88  Bankini  L.  J.  483,  49S,  537  (1971). 
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hmtik  fifWHuKj    Tfan  hirhirtftri  t  vvitv  oi  rfmnirt*  of  iattMat^^  the  aodcfwritiiv  cf  unfouod 


Bicvoluiooi  About  dmo  ■'«<  ochsr  ihnttt  niafixcsd  coocani  ibout  ibfi  ndo  tft  buiki 
hid  pUyed  in  tba  ^wcnlitive  fever  of  the  1920i.  Hw  bMriag  leconl  alio  cotapoaaAtiii  lean 
tint  tbD  Mcuriiiet  aciivitiei  of  ha^^v  iffiUitBi  dimtenfid  ha^^v  — fc*y  ^tiH  miadiieu.  mdcuiety, 
mongpoUic  mctkn  tn  tfw  h^atiwp  pxrinpffd  thflsmctmeoi  of  tiieGlui-StM£il]  Act  ud  the 
Mfsntioo  cf  nunnifTrtil  ftoa  iavmiPflat  buikias.'  At  the  mnc  tbns,  h*rti"  wen  exchidttl 
ftom  tiK  nsDlMoiy  Kbeoie  coMted  fot  toeuMet  brafcen  anddnkn,  band  In  Inieput  on 
the  aminwrtnii  that  the  fflatt-Steacal]  Act  ^larw^  twiw  fhm  ^hjjwjiw  fai  moA  aecmitlea 
aetiviiies.* 

Much  hai  ^iMng*<H  ifi  iij^  six  tfprartfff  that  have  paitfd  sioce  the  eoteooBat  trf*  the  Olau- 
Sieagall  Act.   Bconomic  expuiaoa,  new  lechnolotiea,  and  innovattve  Unancial  product!  have 


Coo^RM  wai  coacenwd,  tor  emnple,  about  the  me  of  bank  loaiu  to  tapom  bank 
afflhatei  and  affiUate-tniJeiwiiUeu  wcmitiBt,  and  about  bank  incentives  (u  giviiig 
lavemnent  advice)  to  pnuoiB  itHHUb'^aidtnnlaua  lecuiitiet. 

Then  ii  a  btotd  qiectnnn  of  viewi  on  the  debtee  to  wliidi  the  (3u»-StettiII  Act 
actBaIh»x»ded  to  the  caues  of  the  bankini  nub.  Sae-e.g."^"  ^"T  ^''^^ 
617  (1971)  (Act  wat  jnleaded  lo  protect  beak  nfety  and  fomdneas  by  pnvenllng  abuKS 
of  aecuiitiea  afdliaiet);  Lamevoort,  agm  note  3  (Act  lefleoi  then-onhodox  banking 
iheoty  dial  buki  jhonkl  ccoceBtme  on  ccauBodal  leoAng,  camUBed  widi  a  need  to 


34)  (aatemea  of  Tbocnat  O.  Corconn,  ai 
diifteraf  iheSeciiritieiBidianaB  Act  of  1934).  Later,  the  Invesmeol  Adviien  Act  of 
1940  alio  excluded  buiki  and  bank  holdiiig  companiet  bom  r^nlatioii  ai  inveameat 
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KnlMdiaifeB«dkiii(painhaftheU.S.  ctplttlmadMt.  He  SI  tiilBaa  abed  ta  Ike  UJ. 
c^riUI  nmbti  in  1994  RpfMCtti  wn  Itai  a  IXKMbU taoMB ovtrlbe SMI  ^Hn  iwd 
ia  1934.  RefnlMoir  iliiinn.  naoMAik,  hwc  flowed  biAi  lo  plir  h  ewcMniBr  pad  k 
AoM  opjlil  BufctCt.  Ova  the  IM  two  decMlet,  tbnnife  oqNMhv  bMkks  ■fncr 
iDtcipRtMMMi,  bulks  bve  ylncrt  dtry  into  i  wide  nfl(B  <tf  ^cuAstt  idiviliBi  tkM  wcic  oace 
llMDtltt  10  be  fbnckMed  b?  the  (H«»-Sm^  Acl'  TooffBr  jnaalbwexiHideK 

•  in  1994,  119bulapn>vida]iwe«meaiidvkearaifeerHnkHiooverS312tMaeii 

•  in  1994,  am  ISOO  benkiiv  fnMi  wU  nttwl  fbadi  to  their  "■■"■"■:' 


At  the  anw  time,  fw""''""  finu  have  emend  bto  nne  tqHCtt  of  the  baekaf 

foui  j'nwim^TriMi  buuci  iii  »■■<*■  ■■■rirty  n  Sl-5  iJWirtH  heflk  law  Ifl  GaoBecdoB  wjch  the 
xaiiiiitioB  of  Sam  Fe  Pacific  Ccxp.  b^  Biiiliimiai  NtMhem  lac.     SOB  S.  Liria. 

St.  J.,  Feb.  3,  199S,  It  A4. 

Set  Utp^  Biiif.BriMwt  Piwirt  tiMiyiit  (4di  QBUtef  1994).  CoanmMkxi  leccMdi 
indicaie  thai  bankt  adviie  awaoxiinately  35%  ^  aU  opea-ewl  tiiod  ponfalio*  {ml 
4,899}  oi  appro^bMieh  8x  (tf  all  utvcanwnl  caa^aii;  poafclioe  <ioial,  incliiiiRi 
dMcd-ead  nmdt  and  umt  investnwal  tnuti:  27,764). 


ih  rflumMfc  debt  jad 
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Ike  riMUoqr  ftiMBBBik  farbaA  McnWe*  Ktlvftie*  bu  wt  evotwl  lo  kecfi  pnx  with 
the  dnmutic  dmnfei  dm  have  ukaa  ptace  is  U.S.  fimnnal  uulccti  ia  ttcett  jma."  On  the 
nnn  hiwl.  ihr 'llMi  ttriipll  firt  rnrti»»i  tri  BmiUfcrinTrr -f  irnniifiM-l — '■'-J-^-f  on 
U»  ocbcr  bind,  the  oMitaed  iMBk  esduk»  «ffi  oattiBed  in  the  fbiknl  MGQiitki  Inn  il^ 
banks  to  (Moduct  ■  wkle  Inge  of  Mcinitiei  KtMiiei  ouiide  the  Ktnluafy  icheme  ottUii^ 
for  all  odier  broker-dealen  ind  nvuHnuM  adviMn. 

Ckady,  tbednebaicaneloMJdentotheaMncnfiiltfafy  KmctmeforbanlB.  Ai 
the  mne  time,  it  nnut  be  irirf^Ti^  Ibat  0*17  latD  ibe  Mcaritiei  biuiDeai  invcdvea  iti  owp 
liAi."  Indeed,  otk-lakiiif  a  fimluiatfal  to  ibe  leouitie*  banwH.**  CoogRM,  Omribn,  in 
ccMidderiog  Glaii-Sceaiill  nfoaa,  wQl  tave  id  ttdke  a  canAil  balance  between  pratictiiig 
bank  nfecjr  and  MandoeM  and  pernktlni  ibe  riA-taUng  that  h  ceaml  to  capbal  imifcMi 
activitiei.  Binking  rendttai  hi  tiaditinnally  timhwl  bank  ri 
nfei;  and  Kundnni.   Bat  lecvitie*  finna,  aad  Ike  HonitiBa  n 


Cotain  ttanuonr  chawa  have,  liowever,  addtened  nae  of  die  DraUcmi  Ideodfied  in 
the  ftcoii  hunnfi.  fwexan^le,  FadenlKMene  Act  lectkiiHlSA  and  23B  limit  and 
let  ttan^rdt  for  mnMOicMi*  between  banki  ud  ihdr  affiliate*.  Moteover,  the  fedetal 
TfrtiriHf,  hwi  iddtBw  the  pw*fcBi  of  madeqaaiB  diidoanw,  ptoUtA  imider  abuwa  and 
otinr  focnu  of  ncniiiiaa  fond,  and  pnnFido  for  fodvil  unrart  ovccdfjtf. 

w,  alw  invntvD  nik.    Sgs  TeaJmonjr  of 


T1|M,  sen  note  2,  at  3-4. 

oatttte  voladle;  diey  ga 

BCnenUy  a  pnAable  year  for  Kccrine* 

biuinen  envinnnent  m  yean.'    Salpomoa  Idc,  CS  Flm  Boooo  Co.,  0(ddman  Sadis. 
ud  I.P.  Mofpn  ft  Co.  (toe  exanvlB)  nSised  kiwcceamiiKi  or  k«ei  and  nAMqueaily 
tayofb  and  other  ooM-citftinc  taamet.  Sa  »"***~^  wrff  shm  pw 

.  rib.  18, 1993,  M  73.  Only  IM  motth  I.P.  Monu  (the  tint  buddif  Ann 

apMOwed  10  e^acB  k  Gonoale  debt  and  eooMei  undgwiiing  flwwtfi  a  StCTon  20 
unliite)  lost  its  knt-aanibf  Hipfe-A  ating  nom  Moody '1  Invcatmi  Service,  Inc. ,  due 

in  laiie  pan  to  coocerai  tqpudun  J.P.  Bilorfan'i ' '-' ' — ''' — 

and  into  iovtstnxat  banldng.    bs  S.  Kle^e,  it        

Citinf  PocM  on  Iitvrmnrw  Wankint.  Am.  Banker,  Peb.  13,  199S,  at  2 
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bive  "bid  jem'  (u  in  1994)  uid  may  even  I 

riiks  dm  McntitiM  Otrnt  nc  Mb  to  tern  ai  >  powerfbl  ensbe  for  U.S.  coital  fbmHiioD. 


1  of  bow  tliB  mil 

il  is  imponun  10  leview  tbe  cnmBI  ftunewoit  for  bank  McmUn  lEtivillBi  and  mne 
n  significsnt  dispaillicv  that  cxiA  with  ictpoct  to  bank  bnkBr-dealBf  and  iuvLaUueot 


Todqr,  baiilcsengige<litectly"iaawidt  ruse  of  broker-dealer  and  Iflvecdncnidviaoi; 
(Ciivitiei  tlMt  are  compaiabk  to,  aod  coiDpetltive  wiQi,  dw  services  of  repBend  Mcuiittea  flnas 
and  invcatmeot  advisers.  'Hwy  geaeially  do  so,  however,  oadide  tbe  RfoklDiy  ftamewotk 
estsbliibed  undo'  the  fedenl  secuiilies  laws." 

Ranlring  reguluioii  -  which  does  q)ply  to  bank  securilka  adivitka  —  fau  not 
tnditioaally  focused  on  investor  pralection  and  Ike  manKenanGe  (tf  bir  and  onk>^  maikEti. 


For  dus  reason,  securities  itgnlition  does  not  aedciom^Mely  to  insulaleMcaiitiea  films 
from  the  risks  they  incur  in  their  butiness  aciivitiM.  Insteai^  the  Rfotalonr  Aamewmk 


icqxnisibility,  traimng  and  competency,  nqiervision,  disclosuie,  •■ 

requirentenu  on  securities  firms.   WiUmi  dne  panmeten,  lisk-liking  is  laigdy  left  to 

maiket  cooDol,  not  to  govenunemal  management. 

Banks  also  may  choose  to  engage  in  securities  activities  tbtough  a  number  of  indirect 
routes.  For  exaiiqtle,  a  bank  may  ccndact  its  sales  or  invetuiKU  advimy  activities 
throi^  subsidiaries  or  afilliiiei  r^isteied  with  Ibe  Commisskm.  TUi  sectkn  of  the 
Commission's  testhnony,  howevw,  fbcuaes  on  the  direct  securities  activitiBS  d  Innkx. 
Such  activities  -  thouab  luUect  to  the  aniifiand  piovitioiu  of  die  faderal  secnrities  laws 
-  take  phce  outside  ue  fodenl  i^nbtoiy  scheme  for  secuiiliet  activitiM. 


The  unique  treatment  afforded  bank  secuiities  activities  sands  in  contiast  to  die 
i^ulaKny  schemes  for  bank  transfer  agents  and  bank  mtmidpal  and  govenuteni 
.^ 'Tties,  which  are  regulated  under  the  federal  k — ^"" ' — 


db,  Google 


dw  vUOirjr  of  bMktai  tan 


u  Ibe  Kdvency  of  the  fedenl  dcporil  JMPwnce  rj^aa.  In  eottam,  Che  Comnriwiow  hu  u  iti 
fbcm  ^*'^""*^.  lunlel  dxJpfiBS,  mhS  csfaRcncot,  wiA  m  owiQ  iiiiiidilp  to  pnxect 

qiproachei  afliect  die  wayt  ia  «Ud  wg-tMiiM  and  eafnceaieat  Be  uadnttkBO.** 

gfci  fliMcagite  dinEtly  ia  nonkki  MUvltlet  tie 
uid  "dGdor"  ni  the  TWrimij^  Act  *"rf  m  thenfbfe 

Riljject  only  to  fedenl  twAini  hnr  aid  the  t^timid  jtmiatmt  of  Uie  fedenl  lecinltto  bwi. 
Fedenl  ^"H»g  liwi  and  le^AMioMt  however,  do  dot  qsecdficiUy  Addns  hmwrtaiH  ■yrcti 


riiwf^rwriti^a  Tiiuifip*^  ag do flcy  piyoee  ipeoal finmcal reipoaalbflity  feqimcuieBti 
■I  >  cuuJjtiOQ  cf  "Tf— g  ht  ifiiect  Mcaritki  ■tllvJtleV- 

•  Wjiiirii^  nfubdcMa  do  not  cMbfiih  qiedfic  qnUfiatkKi  ind  ccnihniiif  educatioa 
lentinmeati  for  bnk  HCttiitics  — >*^™— 

*  Pedoil  buAiv  Ikw  doM  not  {Bovide  tbr  the  ttMBbxy  dliqiMlificttioa  of  huk  MODltiBi 
nlnpenoai  vn  dln^ilhBgy  UtfDdee, 


I,  at.  12  CRR.  ff  12.1- 

12?7,  12  C.F.IL  ff "344.1-344.7,  ud  12  C.F.K.  f  208.8W. 
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dnct  for  conBUfltt,  tod 
(rf  actiOQ  for  tovBttof A. 


il  bmkinc  Ikwi  do  DM  sencnDy  coBiiia  privue  rigbd 

Over  tbe  hK  two  yan,  the  fedenl  buUag  igtnriBi  lave  inued  (oidelina  and  i 
subscQucot  Intcngcocy  Sxxacaxo^  dnitnfttl  to  nppkniGCN  diotr  Mcnddci  iwulttny  i^i'^tmipt 
While  tbeie  guideliDet  itptegeni  ta  impiwwta  fotwud  Sep,  diejr  do  not  ciette  a  conqHeheosive 
$eci]iitiM  legulauay  Kbeme  for  banks.  As  'gnideline*'  ntber  Au  i^ululaai,  th^  ue 
tdvitoiy  zUher  rim<  l^aHy  tandiiig,  ^tiH  may  not  be  l^iUy  oifofceiUc  tn  Ike  hM*^  iHuhtton 

conduct;  h*rtVf  lie  given  wide  l*iiiiiA>  to  *T"h*"**  pnxcdbiQt  '"'^  pfi^j^-^ffn  to  frn^mrnt  them. 

The  guideUpBi,  mraeover,  niwpoleatiilprotdeaiiof  RtiilUo*y  owertqiinioA'u  th^ 
qiply  to  r^isered  brakoskakn  Qni  m  affiluied  ot  have  contncti  with  bMks  for  the  nle 
of  McuntJet."  Since  bnriRTskakn  aiB  tlieady  (ubject  to  coiiq«dieaiiv«CaaniiiHkM  and  self- 
leguluoiy  organizatioQ  ('SRO')  i^nlitioci  noder  the  Menl  securities  laws,  impoMiig  an 
additional  layer  of  ^^"^^"^  R^ulvior  ovenigbt  and  r*ff'"'"nti'?«T  it  mmecessaiy. 

ihnv  invMiinent  ■ttviaer  flftiYitini  A  scpuite  sct  of  pntdasi  esito  With  IMpect  to  the 
v^ulaiiofi  of  ^^^i"  thaT  advise  i^iAered  investmeitt  coaspuioM  ("Ands").  Banks  an  eotcluded 
from  Conunissioa  oveniglit  mder  tbe  Adviseis  Aa  (ahhoni)!  bank  adviioiy  mlatiwiships  with 
funds  are  sutgect  to  the  Investmeot  Company  Act  of  1940).  Becaiue  baii:  advisen  aie  not 
o  roister  with  tbe  Commission  as  investment  adviserSt  Coomiisnoci  f^miw^n  may 


Sup  Boaid  of  Oovemon  of  the  Fedenl  Reaecve  SySem  (*Pedenl  Reaene  Boaid'), 
FIHC,  OCC,  and  OfHoe  of  Thrift  Simavisioa,  TMetagency  StMoeol  on  Retail  Sales 
It  Products'  (Peo.  IS,  1994)  (the  intengeacy  SWemeat*). 
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not  havo  Koen  10  aU  the  booki  mm)  noonta  B«BHltj>  nvilible  whn  ilie  idviMr  it  leginRd.'' 
In  MkUtkn,  bub  m  not  mtject  lo  ■  ■tnber  at  ntantm  mpuRaienti  ipplkibtB  to  otber 

naa-puUic  infixmatkm,  wid  die  AdvliBn  Act  HCi-fiMid  pteniaoat. 


It  Oike  b 

pioblflai  of  9verlani^  icnlMian,  SodM  of  Ike  hatiMwf  UTiyiM  bne  iBccotly  "■'^■^•t*^  rht 
Omj  latjr  aqMnd  ilielr  rale  to  iatitio  owiiigk  of  todi  MlviMd  by  buiki."  This  move.ii 
liUy  to  cntte  new  pwbtemi  in  the  fixm  at  dnpticMivg  and  poteWwHy  cooflictnn  i^ulttkn, 
ai  bank-edviMd  ftmdi  bscoBC  Hb^ocl  lo  wll^Je  n^tbtKn-  As  one  cadttnemaiDr  hai  eoiBd, 
'tti  irr  hmarileilnTanliTiniM  nf  ftrr  ffiilml  ■mtiilfniiifinililiii     llir  TT"  nrif  lir 'tt 


The  *"  i^iif  icpUirtoiy  fuuuuwuik  fbcbenk  ncnrities  activities  —  ciwtiininy  bcifa  gapi 
iiid  ndnndaocioi  —  plainly  Dooda  lo  bo  tntnctnotL  InveMor  pnlBctrai  mint  be  made  a 
priodty,  and  the  lefulMofy  wjtKm  onut  be  Made  Hon  efSckot  and  nMve  mianBl.  Tbe 
•daptkai  of  ftmrtioml  mnMcn,  la  out  view,  it  wcetiaiy  to  acUeve  the  faOowlnf  hn|ioniai 


*         5SB>  SXt  S'  rit>i*-  'CoapODlkr  E 
An^untBC.  My  l,  19»t,  K  12. 


1  Gnhkfince  fcr  Mnftrtl  IHoal  ActivkJet.* 
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iin«ttor  procectkn  by  lobJecOig  ill  lecuritk)  KtlvitiM  10  >  (faick  Ml  c/ riandndi,  CQ^^ 
qiptied  by  one  cnpen  i^ntuor  ~  la  muked  coottut  to  the  tngaateO  lyttu  coneody  in 
place.  Bukki  ^^  tnoka-dsilen  ilikB  would  be  flilriect  to  Ike  nme  ^ni^^ff^w'^t  wlft  nsoect 
to  tniiifaif ,  flupefviiioD,  — i**  pncticea,  fixttuciel  lespooiiUli^,  "wH  odnr  t^mwifiimT  metten- 
Benki  dwt  advlM  inveMmem  conqiudei,  fike  lUadBriegittBndliiveiliiientadvitBn,  would  be 
AiUy  tatqoct  to  oveni^M  ■'«<  odier  requncnwdfti  A^fifiwwi  to  fuud  ^yiim  <'^f^■11i  of  inTfimt 
Hw  CoouBlMkMi  mon^  believe*  dm  Congnn  ifaoold  mikc  diete  cfangeilo  dow  exutiiv 
g^  In  invettor  pmectioD,  whether  or  act  bioader  aiu»-Steisan  rafom  it  edopted. 


Has  Aqjticuioa  coofiiM«  the  indoKiy,  in^MMf  gnPBCcwaiy  c 


i^ulatcoy  Kheme  with  a  tj^aa  of  ftmcdooal  RfuMiDn  ilnald  idkve  fidaocial  Krvices 
provldm  (and  the  maifceQ  ai  ■  whole)  fiom  many  of  dkc  bufdaoa  of  dcvUnttve  Rgnlaiioa. 
Of  coune,  with  financial  Mn>ioea  lefoim  and  tbeeqiaiukMiaf  bank  Mcaritka  acthrilka,  thete 
wiQ  te  ad  ever-gRater  need  fbr  coopentim  amodg  regnlMati. 

m.      Two-Wq(  Straal  nod  Other  Imhs 

In  Mkfitkn  to  tbe  lame  of  AinciioDal  i^uladoa,  Olasi-Stcigall  lefOaa  mm  addreu  the 
need  to piDvidB for imeumigful 'two-way  itreet,'  wbetbaio lelain aome fini afcomobdaied 


Kem  towaid  inqxovvd  Mfnlahxy  coorainatkML   For  iMtmce,  ConmiNioa  and  OCC 
atffhave  "-"  " -' ' "- ■  -  " 


on  die  subiecti  of  (1)  jc 


Tlic  CotomifnOQ  and  iti  ^■^fc'wg  agency  r^mtn 

ly  cooraiution.  .  ,     . 

f  (1)  joidi  Impecfiopt  of  baa 

a  ofXimittic  riM*  tiri*  uid  *hrtii*r  initiatives  will  leault  in  twtier  woiUjtt  i^atjooships^ 
However,  these  stepi  will  not  comet  the  undeityinc  (lawt  in  the  exittiog  legulaioiy 
■tnictuie. 
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i^ulitioa  tt  die  boldiai  cooiMiiy  Ipvd,  aal  wbcctM  to  rain  tbe  nkt  wefmOoB  cf  tmUni 
ud  coauMtce.  Hwm  m  adnktecDjr  diffienk  innei.  Hie  Committioa  wonld  Kfcy  to  alee  thii 
ovportnnity  lo  >dd  ita  viewi  to  the  ciifitm  drtrtif  on  rtn*  tatAect,  u  well  u  od  t^MdiI  Usnet 


tt  that  ii  die  nbjeci  of  amm  debuc  ii  how 

^Millf  aWJHaHniw  wMi  mmenr^tima  ftw  ■hnnLI  Iw  *t^Kty|T^|     SOBS  biVC  UJOOd  Ibit  bukl  ihODkl 

be  fne  to  fV^T*  bccwflflQ  A  nbodiBy  M>rf  &  tauk  ^>'**'*«^  ooniiuiy  iffiHMr  tfnctimp  Ottien 
brieve  that  baoki,  ""H  rthima*rfy  Hift  bufc  losmiicc  find,  would  be  beCiBr  protected  if  tbeir 


nrtrmtiinTi    Pnxn  i  functioml  irgolMmt  ftnpcctm,  use  of  Q^ior  Mractiiro  ii  pnCotiUfi  to 
diRctly  Gooducliiii  Mcmitiet  activitk*  ID  >  bttdc 

The  CoontiMioii  doM,  howevec,  picfa  tbe  ■ffUiKe  rinKtnn."  In  ovr  view,  it  offen 
A  neater  Kpuiiioii  indcnvtet  ihtipec  'W**"^"**  between  riw  hanfc  ■fwi  any  ndMed  Hcnrities 
fiini^*  A  deur  xcMntioB  betweea  ^1*l^1^l^>f  *nH  Hcmtiies  ftmctiou  [wirdi  igi 
■nd  nuikEi  it  euiei  to  bidld  lod  cafbtce  araag  fiiewalli.  Uk  of  iffila 
nbskfiuiei  also  wrvei  to  Imnt  the  poientM  fer  coBfllct*  of  iittmtt,  ndi  u  i 


Id  thii  regtrd,  CoauniHioDer  WiUnun  believes  that  tbe  CoGuniaakn  ihoold  have  no 
prefefeace  at  to  wbetbei  Oie  ipptopriMB  Auctme  ifaould  be  a  nbaidiai;,  affUiKe,  or 
some  other  Riuctiire.  FedenI  legnlatory  ixenciB*  tboold  apply  tbe  nme  let  of  luka 
to  the  tame  activity  engaged  in  by  toy  enity  r^anDcu  of  iti  paitimlaT  bxm. 


.  a  qnMn  M  aioBg  Anictioaal  lenilatioa  di 
ictjvioes  enpgi 


le  Coonainioii  lad  anKOpiiiiB  audiorily  to  itgulue  die  twiiritiwt 
L  by  hMiiff  flnH  their  teuttd  eottdes,  the  tonn  ofcfllity  —  pnividod  it 
le  ""fc  —  ihfflild  be  ifieleEvaflC  to  the  Coaudiaoa. 

mnioa  Teaimoay  CoDceniini  S.  543  and  S.  7t3  Beft 
ng,  HouHiwandUrtMnAfeJn,May7,  t991.  ttZl. 
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fiwiicM]  Ktoderaizukn  Rform  it>  be  tralj'  effective,  it  imut  iDow  fee  vlconnt  CMiiipetiiiun 
between  all  nufket  peitidpesti.      A  meanlngftil  'nm-wty'  rtnet  iDut  piwide  eqnil 


Wdfal])  tlN  oootexi  of  Ab  eidniBg  lefnlttny  luiictitte,  icfml  of  the  niiii  "rrnill  Act 
would  iDow  bnUnt  argtnirKinm  to  •cqime  wcnriHee  finiu,  bat  wttdd  act  necemdljr  eneUe 
Mcuiitiei  finu  to  acquife  banks.  A  aecuritiea  firm  that  ioii|]K  to  aoqnin  even  a  maD  bank 
would  bKve  to  anbniit  to  can^nfaHiaive  i^olaiioii  \>y  the  Fedenl  Reaetvs  ai  a  biABiif 
oonaiB&y-  AcconUnsty,  thoae  secntitlea  firmi  dm  *vwirt  ac^dre  banki  ^e..  ttnao  umffiliilod 
witli  commacial  ositiei)  woold  have  to  toeept  a  ndica]  daoge  la 


In  expanding  bank  leciiiitiea  powen,  Coegnet  tfaetefbte  needs  to  decide  liow  to  |ive 
■ecurities  finns  »  meaningful  onxntunity  to  enter  inK)  the  banking  buiinHS.  TUs  mpiiea  a 
more  focused  qiproach  to  bank  safety  and  soundness  Qtao  toingtug  aO  affOiaiM  wittun  the 
existing  fiimewoik  of  coiuolidated  bank-style  i^ulatiaii. 

rnrmlHtaWd  'ir^Nrllil'  ntgllWiffii  Ttte  t^nn  'mnbnlla*  r^uiaflon  letoi  lo  the  type 
erf'  consolidated  holding  con^nny  regulation  that  cunently  exists  onder  the  Baift  WnMing 

'  For  example,  at  pieMat,  transactions  between  a  bank  and  its  iffiliatei  an  nitgect  to 
lestrictioas  contained  in  Sections  23A  and  23B  of  the  Fedenl  Reietve  Act;  tanMctkni 
between  ■  bank  and  its  sabsidiaties,  however,  are  not  governed  by  tboae  ntfriakMis. 


"     \ 


db,Googk 


Con^uyAcL    ' r  "^"iMft  Itt  mnrTrl  TTfiniiTi  rrinlMnij  rf  prrn  ill  Tinfnir  iffBiMii 

loajr  eMtt  a  new  liM  of  taoiiMn,  u  «^  u  eoa|Mdieatr«  ((^Ncviiiaa  of  Ibe  boldiif  coopHy 

^fiH  ill  of  it$  afRKritu 


Ttn  Commiinoii  looogptxet  fkic  bulk  ifffliMioua  w 
wftty  «nd  KmndneM  twaw  (Mid.  nWniiiBly,  iwnw  idMed  to  pwlBOiofl  of  ite  dBiwdi  inwumce 
ftncl).  However,  it  woold  be  erinuMrd  to  leek  to  oMidI  tivM  riik*  by  uwpodin  u  ovtdK^ 
at  buk-Cype  *nfen  *»h  ionodMn*  fefetadoB  on  ^^Mha^a-  ifHliatM  -^  u  rrnnnlirti^nl  h*nlf 
hphfip£  cooipuy  icpilitioo  cvnimly  doeL  Is  fmdcnler,  rtri*  npnMdk  ii  ***  wdL-saiEftl  Ibc 
ooopuici  tint  sedc  to  fn*"p—  vifonMU^  is  oev  liaee  of  ^^i**^"  *iiH  fiut-nioviiw  nmketi- 

labra  irf  couolidMn]  hdl^ag  oo^Kiy  ngntaiiaa,  Ike  ComminHa  would  pnte  u 
qipnacli  bHcd  on  rtioag  functioiM]  RfdMlM,  elbcdve  niewalli,  and  — i*^— fH  R^ulMaty 


Under  tbii  t^pnt/A,  ckIi  entity  la  the  fa^J***^  ooamny  ffTinf4ny  wtnld  be  ipffintflv 
nculued  by  ki  oqxn  nfiiiaor  m  icGatdnce  wih  the  [■♦^''r'^  of  fuoctkMnl  i^iiluioii.  Tlw 
fgdtnl  bwilc)ii|  tegilMon  (coniMWut  with  their  ^teciil  coqieRiaB)  woold  be  dHtted  with 
<  <M*Bhiiiig  any  potBotial  nAi  to  tMnfc  ntey  ■*"*  lomdaea  tft  adae  aa  a  reauli  of  bank 
dfilitfioiii  Willi  odier  ealilier   Tlw  ComiBiadoa  aod  the  SSOa,  oouiMat  wJA  ourntntoty 


ovefBgbL  In  diii  manner,  dupMative  aid  poMrtiafly  incowB^cnt  nfolaliaa  cwld  be  avoided. 


!■  Older  to  adteu  inaec  of  qntcmic  ride,  ite  ftuKdoaal  itfalMDi  ifaonld  be  ible  to 
veiofonnaiioacaaccniingtheactlvitieaandei^oeiiietaf  (fffliUM.  TUi  would  onaUe  die 
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fiiMfUnMi  nfoIMor  to  Bmiltor  tba  liiki  to  wldcti  Che  ntDtatod  t^ltj  b  «apotBd*  Tint,  ■ 
bulk  Kfotaioc  would  bave  Koai  to  'dik-umnwol*  ndbniiitioD  about  a  wcwMm  ■ffiltate 
or  an  informatioa  technology  afiiliaie." 

B**™*"*    TliB  Commuikn  bdlevea  ifait  CoogitM'  eflbm  to  ptotect  bmk  nftt;  ami 
HMMken  (hoaU  pay  r****™*"  itttatton  to  tfae  enatkn  of  qvrapftate  *fliewalli*  ■*— "ft— '  to 

■rt«i«lt*  tMrtVi  ftnM  th^  rlilf  nf  thrif  <^riirltlftt  afRHrtna     Ahlwjh  nnlnlnaa  jWW^f  fwpMiH*  th^ 

detailiaf  theipedflcfbewallt,  and  whether  tbe;  ihoold  be  ntntoty  or  dlKtetknaiy  in  aature, 
the  Commlidao  bdievea  i*"  moM  of  Ike  paniei  to  die  GtaH-Steagall  ddMe  acknowledge  the 
fanpoituKe  of*  firewalli*  toprotectthebankmc  lyRemandtheKdviacjr  of  (belbdenldeiiMlt 
inamnce  lyitem  in  the  cottcea  of  Glau-Steagall  n|ieal.  To  die  extent  IhM  Mdi  finwaUi  aic 
piedieated  on  bank  aafety  md  aoondpew  concani,  tbeCommiidaaiemnl^drfbntoCoagttM 


A  model  for  such  a  lysten  alnady  exiAs  in  the  fedeiat  Kcaiiliw  lawi.  PvaauA  (o  the 
MiriM  Reform  Act  of  1990,  die  Comadnkn  adopied  lulei  — ^■'•''■'■'-i  «  tnk 
iifmim-n!  pmgiBii]  that  iequiic»  bndccr-dealen  to  hId  qoanertjr  lepofti  on  their 
affiliues  wmin  a  bokUDg  coDpany  gniqi  wbow  bndnen  activitiM  ne  mnooaUv  likely 
to  have  a  mateiial  limnct  on  tlie  finudal  and  opeiilional  Gondilion  of  die  Water- 
Under  the  Coomistkn's  rtak  aneiMwai  mlea,  Ibe  '^~— *'•*''*■  nceivM 
'in  afflliated  tmntt  hnMtti*  connany  of  i  rralAend 
1  to  file  wiib  die  Fedenl  Beaewe  Bomd.     We  yfaf  the 

the  Commiimon'a  odniiig  bnAer-dealer  nitfaoiity. 

■ch  Ihu  meiiti  coiuidentioii  would  bnHd  on  die  conccfil  of  a  "hnkcr- 
g  company.'  Under  Ihix  qipraach,  the  Commistkn  would  Kive  ai  the 
holding  company  rmduor  for  firms  wboae  attiMMe  revemei  cone  prinnii^  fmn  the 
activitiei  of  aecutities  nibtidiaitei  -■  even  tf  Aoae  fbms  also  codti^  banki.  The 
Commiuion'a  rejnlatoty  fooia  wouU  be  dUTewMt  bom  that  of  the  Pedenl  Rewtvc: 
the  Commiition  would  r^nlaie  the  brctoxlMler  holdfaif  connany  acconlhig  to  ■  luh- 


Qt  mfHoach  baied  on  the  secoritieB 
n  of  t^ ^-'  ' '-- ^  '- 


discuuion  of  Ifaii  model  ii  ut  foitfa  in  Coomiiition  teatimotqr  Conccndng  Hnaadal 
Seivicei  Modeniialion  Befbie  the  Senale  ''<"""tT(trr  on  Banking,  "™"*'^  and  Uitne 
Afbin,  July  19,  1990. 
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beinqxNnluideafbrcedbyieeutitia*,  M  wdtubukiiicreiuluon.''  For mnqile, firewillt 
aimfrf  1^  jwi'a^^inf  broker-dBiler  nw^**^  vodU  h*Jp  eosm  tint  buik->ffibued  brafccr-deakn 
mi  — f  'Hir  **"ii-'iii'  T<[rTrT'!'"'tT  W  'vr™*—  Oiher  fnewaUi  oooU  pntoct  lnvetton 
■gaiiMt  undenHiiiiit  abDm,  ndi  u  ite  ne ef  ■iliiwiiiin  ptoccnb  to  pay  cff  buk  loaiit. 
Conflktt  of  DOiaKK  betwen  bMki  ud  Ike  iwcameol  onvaniM  A^  idviie  dMOTiV  |»fticiilu 
mcoikMi.  Tlw  iBvcatmeal  CoBpi^  Act  Md  Ike  Adviwi  Ad  iddnn  ooafUcti  tbu  cm  uim 
when  bratcage  finu  or  Uwlr  ■fBHMBi  GCadKI  iRvcMMM  cooqKBy  Kdvibea;  M  becMiie  ibc 
oneM  lok  of  bub  in  Ike  nveitnwal  coB^mr  baicKH  WM  iioi  coocmidUed  wben  tboK  Act* 
wEMMloptttl,  new  proviaoBi  ■»  Meded  lo  MUnn  tke  caaflkA  dm  cu  uiM  between  banks 


Tbe  Qnmimoa  i*  awire  of  tke  cunM  debMB  lepiding  iiiewalli,  aod  Ikeii  pMEDtUl 


we  wanU  itaply  aole  dttt  Ike  finwaOt nitaiiil  in  ike  Fedenl  Rewne'i  Section  20  onlen 

do  ooiqipear  to  ban  bisection  20  — "****  iffiiiMeiftoin  cwnpetim  ncoeHhl^  in  tbe 


gi-  Ibe  InM  of  conunene  and  banking  direcdjr  aflecu  the 
viabitit;  of  any  'two-wajr  rtieet'  pfoponL  Bnker^lMkn  often  an  affiliated  wib  iMurance 
nrnipatifti  and  ihey  may  «i«"  botd  eqolty  invcKimtt  in  eommaciai  finnt  ai  a  muh  of 


"         Sm  figmeicited  tupm  at  6  and  ta.  11. 
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merchini  banUnf  KtMliei.  TkMB  fliMi  would  be  vbMb  to  take  ■dvaMap  cf  aay  two-wq> 
stRd"  if  ilnffiitlmn  of  ndi  luvoituicatt  ii  TPquired^ 

Tie  Comnriirion  jgywciiiM  Unt  thii  ii  a  difliciilt  Ime  fRMU  Ike  bukint  penpective. 
Viewed  fnm  the  Mcniba  penpectivB,  hDwever,  iteComminioahuaaatiiectiaiiitoalkmag 

eqierieace  nccot^  wWithe  tnvt^vedMoi  of  ctwuimdil  ontitiee  in  the  NanWei  botinen,  ■ad 
it  hu  DM  been  prablMutie  fbr  nt.  Tin  CommlidcB'i  aUHi;  lo  ovenee  the  iBginnd  btoknc- 
dealen  invfdvcd  wu  not  inqwind  tnd,  fiom  time  to  time,  Hie  i'>»i»mui  i^i  pneiti  provided  * 
nadjr  Mmne  of  opMil  to  tbdi  attiliMed  bi 


IV.      BJLU 

cffimi  to  modeniize  oni  fbandii  aetvicn  ttgaMoiy  Knicam.  H.R.  18  would  amead  the 
Glu*-Stei(iII  Act  to  aUow  afflliadoai  betwan  t»«t«  and  imiritiri  fiimt,  timninti  a  >ii* 
holdiiig  coMyany  «tnciiiie  and  nibject  to  'finwilb'  inteoded  to  pnxect  bmk  nftty  vk) 
wnnttaBw.  Tbne  affiUMed  Mcuritks  fmni  would  have  to  be  wpantely  mcoipixUed  and 
cqdtaliied.  Ifee  princ^  of  fimcdoDal  ngolatioa  would  apptr  »  dieae  aflUiMec  Oes  would 


One  ponible  mnoach  to  this  problon  would  be  to  alter  (nflier  tbao  r 
tbe  sepantion  Mtwecn  ccnuneKe  aod  baakinf ,  ao  at  to  aDow  canbiB 
iuunnce,  ami  odier  finmcial  aclivitie*.    Under  hkIi 


appicpriate  to  pRrvlde  for  legulUoiy  cooidiittlion  (akiif  ma  linaa  ■"*—■—<  above) 
among  banking,  securities,  *™  inanance  re^nlalon. 

Rjr  exanqile,  piioi  to  it*  ncca  nk  to  Paine  Webber,  Kidder  I 

R^iiteied  biokeKlealBr,  was  coatKdkd  bv  Geoenl  ElecOic.    Oai 

jutmmcota]  in  inftirin^  rapjtai  ti  critical  pointi.  SimHaih',  Pmdeodil  L 
Company  of  America  was  an  ulditional  woice  at  funding  fbr  fti  — — ''I'ft  a: 
Piudentiil  Securitiu,  Inc. 

18 
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be  legisteRd  witb,  and  lepibud  by,  tbe  Ccmmiasioa  Jost  Uke  my  other  i^isered  bnjker- 


H.R.  IS  would  mikB  muy  oCber  ueful  chaofea  in  tbe  r^uktoiy  fnmewotk  for  buk 
secuiitks  activities.  It  would  finttKr  the  priiK^>k  of  fimctloml  regulatioo  by  fqxaling  ibe 
blanket  exclusioo  of  budafooi  tbe  definitwiuiif'bnAEi,'  'dealer,' tod 'tavestmeat  adviser' 
under  the  federal  lecuritie*  lawi.  It  wouM  uneod  variout  ptoviaiont  of  the  loveatmem 
Cooipany  Act  to  take  account  of  powing  bank  involvemeDi  in  tbe  fund  bunoeai.  Tbe  bill 
would  also  amend  the  Exchange  Act  to  elimitWe  outdated  natiictiaiu  on  btoker-dMler 
bonowing.  Finally,  H.R.  IS  contains  'two-way  aieel'  ptovisioos  dewpwd  to  aDow  lecuiitiei 
films  lo  acquiie  banka,  as  well  as  provisions  pennitting  buiki  to  ac<)uiie  securities  finns . 


Tbe  Commiiuon  aqipoits  many  of  the  piovisiona  contained  in  H.R.  18.  We  do, 
however,  have  thiee  broad  coDcenu  about  the  bill.  Km,  we  believe  iovetfor  piotectioii  may 
be  undennined  by  the  bill'i  provisions  granting  banks  extensive  exenqitioiis  from  bnAer-dealet 
i^ulation.  Seand,  we  believe  that  more  can  and  should  be  done  (o  rKmimtr.  icfnlatoiy 
overiap  (and  poteatial  legulaiory  coaflicO  in  the  oversight  and  examination  of  bank-affiliaied 
secuiides  activities.  Iliinl,  we  be&ve  gieaier  attention  must  be  given  a  cieatinj 
ttfuctme  that  wiH  permit  tbe  establishment  of  a  meaningful  'two-way  street.* 
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H.R.  18  would  move  towud  fiinctioaal  reguUtkn  of  sectnities  ictiviites  by  reqaiiing 
thu  cenaio  bmk  seciuitiei  activitiei  be  cooductBd  in  >  broker-dealer  lepante  fKnu  tbe  bank, 
■rtrf  by  pattially  removing  Ibc  excluskiD  of  hantc  from  the  defiiiilioiu  of  broker  ■"<  ri^i^ 
contained  in  tbe  federal  securities  laws.  This  bank  exduskw,  u  Biplainert  above,  is  a  tdsUHical 
vestige  fiam  an  en  when  banks  were  laijely  precluded  from  the  se 


Ibc  Cranmiiiioa  ttrontly  sqipom  lemoval  of  the  bank  ezchiakn  from  tbe  brokei  and 
dealer  de&mticmi.  Removil  of  thifexchirion  would  create  « 'level  pliyinttidd*  forallniaitBi 
pBftiripanft,  atirf  would  eosure  Alt  tbe  leciuitlea  rc^ulatoiy  n*hfinf  ii  couiateatly  qiplied  to 
all  """*'■"  tdiisactiofu,  ineqwctive  of  bow  an  entity  a  cfaaitend.  Tbe  Comminioa, 
however,  has  both  gcoeral  and  tpedfk  cancans  about  the  ddrteen  new  oteoqitioiu  tbit  H.R. 
18  would  create  for  bank  brtAerage  ■ctivitiea.'' 


ies,  (m) 
«,  (") 

,  ,  , a  widi  employee  bencA 

s.  (vi^  affiliate  nannctkni,  (viii){Mivate|dac(nMDts,  C") 
_  .  lioiu,  (x)  safekeqang  and  custody  Mtvicet,  (xi)  cleannce 
,  (rii)  aecnrities  lending,  and  (liiQ  'jT"^  tmtnciiaat  involviof 
iqmichaae  agieeuieula.  Exemptiona  ftnm  the  definftion  M  *daler*  are  provided  for. 
banks  that  ei^age  in  transactioas  involving  (i)  cxempUi  and  afauilar  lecDiities,  (ii) 
mumcqnl  secuiities,  (iii)  bank  and  trust  deputmeatUmnctioH  for  ioveaiiKttnitiKMes, 
and  (iv)  (under  limited  circumstances)  cenain  categories  of  aaaet-faadced  — ""fe**  As 
discussed  in  the  testimony,  the  Commission  is  concemed  QhI  these  eaesnptioiu  may 
create  an  incentive  flsr  secmitiei  firms  to  ttansfer  some  of  these  activities  to  a  bank  and 
away  from  Commission  oversigtat. 
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WlnJe  Ok  Connniirion  doet  not  ncceunily  ofajcci  to  die  tpedEe  aimi  of  aome  of  H.R. 
It's  extfoplkmt'  tbeiachuioii  of  tbemiiiienMisexenqXioiisieTvei  to  uadennine  diepiiDC^ 
of  fUncticaitl  (filiation  tint  H.R.  IS  othetwise  teda  to  promote.  Tbew  exemptioiu  would 
coodnue  to  ^lit  Uw  r^uluioa  of  fuDctionaUy  equWtkM  brokenge  tnd  dealer  tctivitiM  beiw^ 
tbe  CommiuioD  ud  the  bank  T^ulaton,  and  wo^  pennjt  baoki  to  conduct  a  ugniftcaiu 
vohune  of  securities  business  outside  tbe  r^ulatoiy  fiaiiiew<^  established  under  tbe  federal 
securities  laws.  As  a  result,  investon  who  buy  securities  through  dieir  banks  would  continue 
to  receive  a  dUTercot  standard  of  protection  rtian  other  investors.  In  addition,  the  Commission 
is  concerned  that,  as  lecuiitiea  fiims  afliliate  with  banks,  securities  activities  could  'mignie' 
out  of  securities  fiimi  and  into  ifliliBted  banks,  thereby  weakening  the  protections  cunEoIly 
aflbided  investon." 

In  addition  to  dkcsc  general  concerns,  the  Commission  has  specific  cocnmeots  about  the 
nature  and  scope  of  soate  of  the  exempiioDS,  Ihose  comments  are  set  fonh  in  detail  in  the 
ai^ieodix  to  this  testimony. 

To  the  exteoi  that  H.R.  18  sedo  to  allow  banks  to  continue  engaging  in  traditional 
banking  actlviries,  it  would  be  prefenble  to  lely  on  CocimiMJon  exenqXive  authraity  (as 
pfovided  under  Section  122  of  the  bill),  lathei  than  devinng  multqile  statutory  excluuons  for 
:  a  "■™""i'",  the  Commission  sboukl  be  granted  anihoiity  to  impose  additional 


„ enstiox  Cotmnu 

iocotponlkn  of  this  excluskn  into  le^alation  would  deprive  die  Commisiioo 
^'  ii  would  otherwise  have  to  adapt  the  exclusion  in  teqionse  to  changing 


The  CwDinisww  ato  notes  that  il  wiU  be  diftkwlt  to  monitor  and  enfiwce  de  pfoposed 
exenptioas.  Although  H.R.  18  suggests  that  monitoring  such  eiemptioas  is  itiyiapiiaie, 
die  tools  to  do  so  are  not  in  pbce.  Specificany,  die  trill  allows,  but  does  not  requicc. 
'-"on  to  obtain  infonnatkn  fnan  banks  lepiding  the  banks'  use  of  tbe 
Notably,  diebilldDesniXiBiuireicapy  of  such  data  to  be  provided  to  tbe 
ISeesec  103  of  H.R.  IS] 
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safeguards  or  to  creue  qiedficaUy  tailored  ecctnptioiu  in  couultaiiiaa  with  the  maopiiate 
banldng  r^uluorslo  account  fbrthe  conliiiuallyevolviiigfimkiicialmaifcBti.*  The Commiision 
atao  could  uie  luch  lutbority  to  adjust  the  exeoqilioiii  to  addiesi  in;  nntmnid  movetnem  of 
securities  activities  out  of  broker-dealers  and  into  banks." 


H.R.  IS  would  amend  tbe  Investment  Compuiy  Act  and  the  Adviien  Act  to  addicss  a 
number  of  issues  raised  wben  banks  manage  and  provide  other  services  to  regiiteted  inveatmcM 
companies.  Most  importantly,  the  bill  would  amend  tbe  Adviseit  Act  to  ranove  the  exchuion 
for  banks  and  bank  holding  companies  dwt  provide  investment  advice  to  fimd*.  As  a  result  of 
this  amendment,  a  bank  or  a  holding  cotnpany  that  serves  as  an  adviier  to  a  fund  would  be 
regulated  in  the  same  manner  as  any  other  investment  adviser  to  a  fund.  Hie  QmuuissiaD 
stnmgly  tiqipoits  this  change." 


confer  on  the 


Sucb  authority  would  be  similar  to  tbe  authority  H.R.  18  propoKS  to  c 
Federal  Reserve,  with  respect  to  modiflcation  of  tbe  stamtory  'RiBwalls' 

Altenutively,  in  the  event  tbe  exenqMions  are  retained,  diey  shonU  be  revised  (1)  to 
piohibit  tbe  gneral  solicitation  of  the  securities  services  invcdved,  and  (2)  to  'eiqiiie* 
upon  the  amliatioa  of  a  bank  with  a  secuAies  firm.  Tliete  Hwi"**""  would  be 
consistent  with  tbe  assumption  that  underlies  tbe  eawmptioM,  ifi„  tbe  idea  tbat  banks 
have  traditionally  provided  securities  sovices  as  an  'accommodatioa  to  mKomen.'  and 
sbould  be  allowed  to  continue  providing  such  traditional  services  so  long  as  they  are  not 
conducting  a  general  securities  business.  Notably,  a  prohibitioa  against  general 
solicitation  is  already  contained  in  H.R.  IS's  exBtnptioa  for  bank  trust  activities,  and  a 
built-in  'expiiatiaD"  is  included  in  H.R.  IS's  exemptions  for  municmil  securities. 
afHliatc  transactions,  private  securities  ofTerings,  and  K  ■"■""'lii  traniactiods.  A  buih- 
n  would  picvenl  securities  firms  from  transferring  dealei  activities  that  are 
uch  as  dealing  in  structured  notes,  to  tbe  afRliated  bank 


banks  and  SIDs  that  advise  investment  companies  tc 
would  be  the  plication  of  tbe  following  provisions:  <1)  Ibe  R^ulaliaa  irfperfoniiaiice 
fees  under  Section  20S;  (2)  tlu  requirement  under  Section  ZIMA 10  estabHsh  procedures 
designed  to  prevent  tbe  misuse  of  non-public  informatioD;  and  (3)  tbe  Section  206  ami- 
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H.R.  18  alio  would  kU  provitioiu  to  Ibe  Invcstnient  Company  Act  tint  are  '*"'r'-<  to 
addiesa  conflicts  of  intenK  ind  otbei  potential  abuses  that  may  exut  wben  banks  advise 
f^isteicd  investment  compuiiei.  '''nw'T*  the  Investment  Company  Act  and  ttw  Advisers  Act 
did  not  contemplate  '>«>  h*nW  would  be  active  puticroants  in  the  fund  industry,  the  tt**"'^*  do 
Dot  q>ecificaUy  addiess  these  conflicts  of  inieresL  The  Commismon  a^tees  thai  these  statute* 
sttould  be  updated  to  reflect  ibe  greater  involvement  of  banks  in  ibe  fimd  business.  We  believe, 
however,  that  the  Commission  would  be  better  able  to  address  cooflicis  of  interest  involving 
ftuds  and  banks  if  it  weie  given  autboiity  to  define  and  deal  with  those  conflicts  by  mlc  or 
order.  This  authority  would  allow  the  Conunissioii  to  strike  a  balance  between  protecting 
invesuns  from  abusive  conflict  of  interest  situatknis  aiid  enabling  funds  to  oigage  in  transactions 
with  affiliated  banks  that  could  be  beneficial  lo  shaicboldeis.  This  appioach  would  alio  peimit 
the  Conunission  to  avoid  time-consuming  case-tiy-case  applicaCknis  for  exenqstions  ftoa  outright 
ptohibilioiis,  wbich  could  become  a  drain  on  Commission  rcsounxs." 

Finally,  H.R.  18  would  address  Oieissueof  investor  confusion  by  prohibiting  funds  and 
their  affiliated  banks  from  sharing  common  names."  The  bill  also  would  amend  die  Invettmem 


...continued) 

fiaud  provisions,  which  are  somewhat  broader  than  tlie  anti-fraud  standards  under  other 
applidibte  securities  laws.  Registratioo  would  also  improve  the  Commission'i  ability 
to  in^Ka  bank-advised  funds  by  lequiring  banks  and  ^Ds  to  provide  the  Commission 
with  addilioDal  informatioo  regarding  rbe  investment  management  of  these  fimds. 

More  detailed  comments  on  some  of  the  bill's  qtecific  imnlsions  are  set  forth  in  the 


This  issue  has  long  ciKKemed  the  Commission.  Two  years  ago,  the  C 
advised  investment  companies  that  the  use  of  common  names  is  presumptively 
misleading.  Ste  l-etter  to  Regiitnuns  from  Barbara  J.  Green,  Deputy  Director,  SEC 
Division  of  Investment  Manuemeai  Qkfay  13,  1993).  This  letter  noted  thai  the 
presumption  could  be  rebutted  through  appropriate  disclosure.    Tbe  letter  requires 
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y  Act  10  requite  diidosuTO  by  bank-ifniiued  investment  coaqwiuei  flat  aeemitiea 
iuued  by  such  compuiei  are  not  de^Msiu,  aic  not  iniuied  by  the  FNC,  lod  are  oat  aDmwne 
obligatkiiu  of  the  affiliated  bank.  In  both  these  insincei,  the  Comminioa  aappam  H.R.  IS'i 
eDalt."  Again,  however,  we  believe  that  a  somewhat  moie  flexible  approadi  coold  he  taken 
on  these  matlera;  oui  detaited  commenti  lie  set  forth  in  the  aVactwd  qipendix. 


As  descnbed  above,  the  Cwnmiuioa  believes  tint  H.R.  Ig  would  mate  in^MMttnt 
pcoeicis  towaid  a  system  of  funOional  legulatkm.  However,  Ihe  Cmunlaiion  believes  flnl  H.R. 
1 S  could  go  slill  Either  than  it  does  to  icdoce  legulalory  duplication.  In  pait,  the  CommisiioD 
is  concerned  that  some  of  the  inefficieiKiea  and  overlap  inherent  in  lodqr'i  legnlaloty  stmciure 
for  bank  lecuritiei  activiliei  would  cany  forward  under  the  bill. 

To  the  extent  that  H.R.  18  would  requite  banks  to  conduct  flieir  K""itirn  activities  in 
separate  ifniiates  or  dcpanments,  subject  to  Commissioo  t^uUtion,  the  bfll  would  lignifkaniiy 
improve  the  reEulation  of  bank  secuntics  aciivitiei  today.  Moreover,  ccnain  provitkns  in  the 


E  not  federally  insured  by  the  FDIC,  the  Fednal  Reserve  Board,  or  any 

ouier  agency. 

These  provisions  would  respond  to  the  issue  (idcntilied  in  articles  and  studies)  of 
customer  confusion  about  the  uninsured  status  at  bank-sold  mutual  fiuKls.  Sn,  eg-- 
SEC  News  Release  93-SS,  'ChaiimanLcvitt  Announces  Results  of  SEC's  Mutual  Fund 
Survey*  (Nov.  10,  1993);  'Banks'  Fund  Sales  at  Issue.*  Nwu  Vnrir  tjhuh!  March  9, 
1994,  at  D2. 

Recently,  the  NASD  also  took  steps  to  address  the  cuslomeicoafiiskn  issue.  Apeoding 
NASD  rule  pr^^sal  would  establish  lequiienKms  goveroing  brdoer-dealen  Uiat  seU 
securities  on  bank  premises.  SSE  NASD  Notice  to  Members  94-94  (Deocnber  1994). 
The  pressed  rule  would,  among  other  things,  ^ed^wbetecmbankiiRaiisnabraker- 
dealet  may  provide  securities  services;  lunii  die  activities  and  ctaopeantioa  of 
uni^stered  personnel;  lequirc  bnAer-dcalcrs  to  implement  siq)etvisory  procedotea;  and 
mandate  qtecified  disclosuies  to  customers.  This  rule  may  be  revised  bdbre  it  is  filed 
with  die  Comm""--  ' ' 


d  by  Google 


triU  wooU  bcilinte  coordiiiatioii  between  bank  and  lecuritie*  legalUon  in  ft  way  ihu  would 
pnmoie  functiooil  legulitkn.  For  example,  Section  140  of  H.R.  IS  nquiiet  tbe  appropiiate 
tgeeaei  to  provide  eacb  other  with  examinatioD  lepotta  or  other  infonnation  idaied  to  tbe 
investment  adviaoiy  activittea  of  banks  to  tbe  extent  necessary  for  eacb  to  cany  out  iti 
respective  statutory  reqx)osJbilities.  lliis  provision  is  intended  to  discounge  duplicative 
eximinitinni  of  banks,  conserve  govemiDemal  resources,  and  prevent  inconsisteai  r^ulation 


Otber  provisions  of  H.R.  18,  however,  qipear  to  be  inconsistent  with  ibese  goals,  and 
wouU  leave  rootn  for  cootinuiiig  regulnory  overlap  and  conlnston.  TIk  Commisaioii 
underscuds  that  the  banldng  agencies  iiave  a  valid  interest  in  oboiniog  infoimaiioD  about 
affiliates'  operations  to  Oie  extent  that  such  operations  affect  a  bank's  safety  and  soundness. 
But  pmpotcA  BHCA  f  10(f)(13)(D)  suggests  tint  tbe  federal  banking  ageociei  have  a  role  to 
play  in  evalnating  tbe  comfdiance  of  registered  broker^lealers,  invcstmetit  advisen,  and 
invefiment  compame*  wirti  rtw-  ftdetal  yaifilJCil  hws.  This  is  Qie  le^KMmbility  and  fiincticm 
of  tbe  Conunission,  not  of  the  banking  agencies.  Simihuly,  ]ttvyu»al  BBCA  f  10(f)(13)<H) 
suggests,  by  negative  impbcilioD.  tliat  the  fedoal  banking  i^ulalois  may  conduct  indqiendenl 
inspcctioiis  or  examinations  of  any  investoient  company  afKliated  ?nth  or  advised  by  a  bank. 
Such  investment  conqnnies,  of  course,  are  coo^rehensively  r^obted  by  tbe  Commlssioa,  and 
shonkl  not  be  sobject  to  tbe  pcMsibility  of  dual  examinitiona. 

Tbe  Conunission  believes  tint  H.R.  18's  enhanced  infonnation-shanng  and  coonSnatioD 
provisions  sbouU  be  sticagtbeaed  and  clarified.  It  would  also  be  be^tful  if  H.R.  18  modified 
existins  banking  law  to  clari^  and  limit  Ibe  extent  to  whicb  tbe  federal  banking  agencies  can 
in^XMe  bank  r^ulilion  on  i^isteied  securities  firms  affiliUed  with  banks. 
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Ai  noted  ibove,  repeal  of  the  Gtass-Steagal]  Act  would  not  necetmiljr  endde 
tinns  to  acquiic  banks,   lo  response  lo  this  pmblem,  H.R.  IS  would 


Fim.  a  secuiities  finn  could  become  a  bank  ttolding  conipaay  by  acqutting  an  imoinl 
bank.  Hie  bank  bokfing  company  couM  leCain  ceniin  'finaiici*!'  activitie*  tliat  would  not  be 
pennitled  for  bank  holding  companies  generally.  The  banier  between  hjnUng  and  commerce 
would  be  TEtained,  however,  and  the  secuiilies  fiim  would  have  to  dhresl  any  Donfinanctal 
bmineu  within  a  maxifiiiiTti  of  ten  yean. 


A  second  potubility  for  a  secuiities  firm  would  be  to  acqniie  or  spin  oti  a  wbtrieaak 
bank  and  become  a  new  'investment  bank  holding  company'  (IBHC)  that  could  eagage  in 
activiiiei  finijidal  in  nature  and  that  would  have  acceu  to  the  FedWite  and  diaconu  window." 
As  a  reiult.  securities  tinns  (which  often  have  affiliales  that  engage  in  amiviliM  cdEnriM 
impenniuUile  under  the  Bank  HoUing  Con^nny  Ad)  could  becmne  IBHCs. 

Tlie  Commission  strongly  supports  effbits  to  piDmott  a  'two-way  lUeet;*  hnwwcr,  we 
have  a  number  of  concenu  r^srding  bow  these  qiecific  provisioas  would  be  inqilesnented.  As 
mote  fuUy  described  above,  lecniities  tinns,  already  subject  to  Commisaon  iegul«tk)n,  may 
be  reluctant  to  submit  to  an  additional  overlay  of  Federal  Reserve  oveniglit.  It  is  not  dear. 
IbeTEfote,  whether  these  optioas,  as  currently  drafted,  create  a  meaningfnl  opportunity  for  many 


Such  companies  would  be  barred  from  controlling  'ittail*  banks  (Ls.,  banks  that  acc^ 
insured  dqiosits);  they  could  control  only  'wholesale  financial  institutions,*  defined  as 
uninsured  state  banks  that  are  legulaled  by  Ibe  Federal  Reserve. 
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In  additkiD,  the  Commmioa  is  coocened  that  dw  IBHC  piopottl  may  iudvenoitly 
cieate  inceniiveaforieGuritkifiiiiii  toiniisfcrsomcof  ifaciTiociiiiiiei  activities  to  a  wbolesale 
fuuncial  iiulitiitioa  and  away  from  NASD  and  Commiuioa  irvcnighL  This  could  occvr  if  an 
existing  secuiities  finn  decided  to  lake  advantage  of  some  of  the  numerous  new  exemptions 
for  'taditiofiai  bank  activities'  in  onler  to  move  securities  activities  into  Uie  wholesale  bank. 
For  exan^ile,  a  securities  firm  with  a  pihtwniMi  govemmeu  securities  business  could  form  an 
IBHC  and  transfer  its  govemmeot  securities  business  m  tlie  bank  in  oidcr  to  gain  access  to  the 
Federal  Reserve  payments  system  and  discount  window.  SMfting  such  activities  out  of  a 
broker-dealer  and  inio  a  bank  would  remove  them  ttsm  the  weU-devefoped  investor  protection 
lequiiementi  contained  in  the  federal  secorilies  laws. 


NotwithaOnding  these  annmenU,  the  Commissioa  believes  that  H.R.  Wt  'two-way 
street'  piovinmii  do  preienl  securities  finna  with  aptions  that  Aey  do  not  have  today.  In 
particular,  tbe  IBHC  veliicle,  wttbthemore  limited  form  of  bank-style  r^ulation  contemplated. 
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TIk  Coiuniiikn  SI9PM1S  Ibe  goal  of  finandd  senices  moctoniiaUkiD,  and  beliB^ 
H.R.  18  T^icacDIs  i  good  lint  s>^  in  thai  diiEction, 


As  the  detnle  on  Gkus-SteagaU  refonn  goes  forward,  the  CommiukMi  urges  Coagrtix 
10  go  beyond  buk  safecy  and  soundness,  and  also  to  consider  the  needs  of  invetton  and  the 
mutceu.   In  particular,  ihe  Commisskia  urgea  Congress  to  Tceep  these  piincqika  in  mind: 
•        Investor  protection  ~  as  well  as  bank  saftty  and  soundness  -  must  be  a  pnori^. 


The  Commission  looks  forward  to  working  with  the  Con 
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APPENDIX:   COMNfHm  ON  H.B.  IS 

fl£ichlS,19»:ilcoau 


As  DOted  in  Hie  March  ISth  tet^aoaj,  the  Commiukni  has  both  general  and  tpcdtK 
concenu  about  H.R.  18'}  thiiteen  exemptKnu  from  Ibe  defiiiilii»  of  'broker'  and  four 
exemptknu  from  tbe  dcAiitioii  of  'deaki.'   Our  specific  concenu  include: 


„___^ .   Tbe  exenqitioD  for  bank  piivue  pUcemeat  activities  excepts  ftooi 

functional  icgnlatjon  a  tnditiooal,  and  incicwiiigly  ligitiflcaitt,  bcokBrdealer  activi^.  One 
aqiect  of  this  exempboo  wouldpennit  a  bank  (Ibiit  hM  no  leciiiities  afHtiate)  lo  sell  tecitritiM 
10  penou!  with  at  Inst  S2ra,000  in  annmd  incooK  ai  pan  of  aprivate  {dKcmem,  wttbout  bciog 


Id  be  exclude)]  (ram  a  moolioaal  legubtioo  qnnach  based  on 
tiM  regisintioo  status  of  tbe  securities  in  quenion:  Oen  is  no  lationale  for  why  private 
pUcetDent  activity  should  nol  be  subject  to  ConunisiiDn  oveixi^  meidy  because  it  is  engaged 
'o  by  a  bank,  wbca  all  otben  «'e*r"t  in  identical  activities  are  be  select  lo  Commisuon 


^  Ttiis  exemption  would  permit  a  bank  (thai  has  no  securities 

IT  affOiale)  to  effect  up  to  1 ,000  securities  tnuuactioas  in  a  year  —  800  transactions 
ID  securities  for  which  a  ready  maiket  exists,  plus  200  ttansactkms  in  giQ  secuiity.  Thus,  a 
bank  could  advenise  and  actively  maitei  to  any  investor,  without  securities  ti^ulatioa.  some 
of  tbe  same  securities  that  have  be«n  subiect  to  heiehtcood  Commission  scrutiny  in  iccenl  yean 
for  sales  piactice  tbasei,  sucb  as  penny  slocks  and  limited  paitnersbip  interests. 

SilAeepiiif .  rlwrinf  .nri  „-}.ml  -,vi^->.  Hie  Commission  agiEBS  that  banks  shniU 
not  be  coosidefed  brdter-dealers  solely  by  virtue  of  acting  in  their  traditional  and  cnstomaiy 
manner  in  providing  safekeeping  and  custody  senicea.  cleatmce  and  letttement  tianaKtions  in 
securities,  securities  kmhng,  arid  collatenl  agency  servicei.  We  enqihasiie,  however,  tbal  any 
exemplioiis  aloiu  these  lines  should  be  oqifenl;^  IJniiled  to  Indftional  and  cmtomaiy  activities 
as  duioNly  pemnned  by  U.S.  banks.  Otbenvise,  tbe  exenqtcioos  could  cnale  incentives  for 
bnAer-dealeis  that  currently  engage  in  sucb  buiineues  to  move  these  activitiea  into  an  affiliated 
bank  and  use  tben  as  an  avenue  to  market  dieir  bnricerase  senioei  amy  from  Commission 
ovosight.  Furtheimore,  all  activity  in  this  area  is  ikn  simply  iocideoial  to  banldng.  Some 
banks,  for  exan^,  cunonty  aie  mariceting  dieir  brotaage  services  u>  peosioo  plans  that  have 
an  exuting  idabonship  with  their  custody  snvicet  departments  by  o%iuig  commiasioo  lebales 
on  trades. 

flnvpinmem  securities.  Tbe  Commissioii  is  particulariy  cmcemBd  by  the  exemption  for 
activities  in  government  (including  govemment  qioasoied  enterprise  ('QSE')  lecuritiex).  Tbe 
category  of  govenunent  securitiei  enoompassei  a  broad  ^lectiimi  of  insttumeots,  langiiig  fiom 
Treasury  bonds  to  GSE  stiuctured  notes,  such  as  tbe  ones  purchased  by  Orange  County,  As 
demoostraied  by  Orange  County's  recoit  investmem  in  stniOuied  notes,  investra-  protection 
concerns  arise  even  with  Ibe  most  sofdusticaled  investors.' 
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The  Cominisikm  ncognize*  that  cotiia  of  tbew  ictivitin  bave  hiBnrtaitty  bean 
Gooducted  is  binks.  NrnMOdess,  we  bdieve  tbu  if  ■  tank  wbseqiKtitty  ifRliUBi  wUi  t 
wcuritiet  fiiin,  tlw  bank'i  govenunnit  wonitiM  activitiei  ibooU  be  tmufened  to  ttCMcuritiei 
fiiiD.  Tbo  Coamussioii  is  coocencd  tiktt  H.R-  18's  cmnptlop  for  exranWi  locnritiei  it  too 
□pen-endMl  md  cmtea  in  inceodve  to  move  goveaunent  secuiitiea  «ctivuies  oB  of  fwnrirtM 
nm»  md  Into  bink  mbsidtiiies  to  gain  accesa  to  Ae  Pedenl  Renrve  Baud  payment  lytfim 
and  ducouDi  window,  tlieidiy  geoeratiiig  mKiMiiriti  savingi  in  tiannction  costi.  Thii  wonld 
mult  in  moving  nich  activiDea  away  fram  Commiuiai  and  NASD  oveni^it,  ineo  afGbded 
banks.   Thii  would  undercut  die  piinc^lc  of  functioiial  retnlatknt 

Moreovef,  cccatiiif  an  incemive  for  securities  fimu  to  tnnafer  tlxir  gmetoaat 
secutitics  business  to  affiliated  h»nif*  would  serve  to  undennine  tlie  goals  ctf*  the  Oovsmmc 
Securitiea  Aa  Amendments  of  1993  CAmendmeMis*).  WheaConpcH  passed  aeAmeadmeMt, 
ii  was  awaie  tbat  noo-baoks  did  the  bulk  of  government  secnrinn  dealing.*  In  fliat  coaim. 
Congress  deteimined  thai  it  was  desltalde  to  giant  the  NASD  autlioiky  over  bi~*~~  '    *~  ~  **  ' 


govemmeot  securities  dealers  as  a  way  of  estaUisUi^  sales  practice  n 


generally.* 


analogous  to  those  currently  in 


SabitUBU-  As  noted  in  tbe  text  of  today's  tesdmony,  to  Oe  extent  that  H.R.  18  seeks 
to  allow  banks  to  continue  engaging  in  traditioDal  banking  activities,  it  would  be  pteteaiHe  to 
rely  on  Conuniaston  exempdve  autlioiity  (as  pfovided  under  Section  122  of  the  InD),  tadier  than 
devising  mult^te  statutory  exclusions  for  banks.  At  a  minimiini,  the  Comntisiton  slioukl  be 
granted  auttaonly  to  impose  additioiad  safcfnanls  or  (0  cmOe  ^ecifkaKy  taikMCd  ewmplkMS 
m  consultatico  with  the  appropiiaie  banking  ruutators  10  accomtt  for  tbe  coatimnDy  evOMaf 
financiai  markets.'  The  CcHnmitsiffli  also  could  use  stKhaUttority  to  a^nst  the  omqilioaslo 


Banks  already  bave  an  exemption  for  certain  govemmeni  se 
example,  baius  whose  <mly  govenuncDt  i^^i'i'^^t  dealer  m 

including  sales  and  subse«[unit  rqiurchases  pursuant  to  a     ,  ^  . .     ._. 

exempt  m>m  complying  with  many  of  the  r^olalory  reqoimnads  of  Sectiaa  ISC  of  the 
Secuiities  Exchange  Act  of  1934.  The  Commission  believes  that  dieae  types  of  activitiu 
should  continue  to  be  conducted  within  the  bank. 


overall  -  dealt  in  govenunent  securities.  TheOfRceof  the  Cotnptrollet  of  the  Currency 
is  the  piimary  regulator  for  the  majority  of  banks  (19S)  tbat  are  bank  government 
"""ss  dealers. 


As  a  1990  GAO  r^iort  noted,  'tte  absence  of  fair  dealing  . 
goveounent  securities  by  some  individuals  and  smaller  in"-"'' 
vultmable  to  abusive  dealer  practices  .        "  " 
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■ddnst  any  untDwud  movcneat  of  aecniities  activitiei  out  of  brokcMlnlen  ud  ioio  banks. 
Hk  odiBi  icvte  -  building  ■  lim  number  of  inflenMe  excepciooiinio  the  ainnotyfaiinewoile 
-  by  coaPMt,  ii  mucli  moie  litely  lo  rewb,  over  lime,  in  a  large  laniiber  of  bank  ■"■"nfiii 
acdvitiM  faeiiif  comfcicted  oMttde  of  tbe  broker-dealer  regulaioiy  tcbaat.' 

Atunatively,  man;  of  tbe  cxCDQitions  (wbicb  iie  lu^ely  denvcd  fmat  Ibe  oooc^  ttnl 
banks  tfiditioaal]]r  provided  lecuiitiei  lervicei  as  an  'accoomodiKioa  to  csHmien')  could  be 
leviiedmpnihibhfflegeaenlKdicintionof  tbetecodtiesietvkesinvc^ved.  Sudi  a  prohibitioa 
U  alKath  conoined  in  Oie  execqitica  for  bank  tiMt  activitiea:  H.R.  18  piuvidea  Dot  a  bank 
will  not  be  coniideRd  i  'totiker'  by  vime  of  its  tiMt  activilies  mien  llie  banli 
biakBiage  buxineii  (otber  than  l^  advenisiii^  ncli  Mtvicct  in  coquactioa 
activitiBa).  Incluiioo  of  a  cowpaiaMe  prohibBion  ii  panicolatly  inyoitaa  wMi  reyect  tc 
"* — ''~' — ji  cxcffptwfi,  which  we  nodontand  is  only  in^nyW  to  pmnji  wmii^t  banks  to  engage 


poUichr  so 
witb  other 

'exfrire'  upon  the  aflUiatioa  of  a  bank  wiita  a  «*•■■'''■**  Arm,  aAer^  appropriaie 
penod  <lffntni?fd  lo  «■**■■«■>*  uy  pfptifniiai  <fisnctiop  to  a  bank's  taiinieas  practice.  Such  an 
^iproadi  is  abea^  used  in  seven]  of  tlie  "— T-—*  (e-g.,  the  ""i*;*—"  for  ■"■""■'p*' 
secorities,  afCibate  tiansactioas,  pavue  ncnitks  offierinp,  and  dp  ipipiT"  Oannctioos).  Is 
particulart  '>*■*  limitation  jiitouM  be  incoiponted  into  ttie  *■— wpj^*!  fr*  Mmtn^t^i^  securitiea, 
■ni-iitfWng  govenunem  lecuritiet.  Otherwise,  secmitiea  firms  will  have  ao  incentive  to 
pennaneotly  transfer  their  govenuneflt  ^'**^'"fl  activities  to  tlie  affiliated  bank  and  away  fron 


H.R.  18  would  amead  die  ExdHoge  Act  to  -"tHW-  uuhtttd  leatrietkns  on  brcAer- 
dealer  bonowing.  Speciikally,  the  bill  would  lemove  the  letfiictiaai  diat  ptevatf  btokei- 
dealen  froai  borrowing  i^uda  wcniitie*  to  Hmnce  tbdr  nofmal  biiiii— i  opoitiaos.' 


In  addition,  the  Commiisiaa  notei  thai  it  wiU  be  difiicalt  to  a 
IMUyuseU  exemptions.    Although  H.R.  IS  ^"tp-"  that  monitaiing  such  e: 


ugh  H.R.  IS  ^"tp-"  that  monitaiing  such  exemptions  ti 
O  aie  not  in  i^ace.  ^ndficalb.  the  bill  aUows,  out  does 
to  obtain  information  mm  banks  legaiding  the  banks'  nae 


lit,  bank  legulBtois  lo  ol 
crftkeexemptiocu.  Notably,  tbe  bill  doe*  not  require  a  copy  of  nich  dab  to  be  ptcvided 
toibe  C 


As  cummly  written,  Section  123  uneoda  SeOioa*  7(d)  lid  8(a)  of  tbe  BxdiaiKe  Ad 
to  pennta  bfoker-dealers  to  boiTOw  finm  any  penoa  dbBLfllliLlJHldBCillGilSI  to  nnance 
tt^  ordinuy  business  opentions  (other  Don  lo  pnrcbaae  securities  for  tbeir  o 
account).   Although  we  undentand  the  in'  -      -    •"  >-  •-.<     ■      -■— ■ 

to  bomiw  from  any  penon  for  the  pinpoi 

7(d)  of  tbe  Exchange  Act  govenis  dM  a       ,        ,  

enead  oedil  fOr  the  puicuae  or  cmying  of  lecutitiet.  Secckm  7(c),  which  it  not 
amended  in  the  current  dnft,  governs  die  ability  of  brolBT-dealen  to  extend  credit  fat 
the  purpose  of  purchasing  or  carrying  ncuritie*.  Tlw  bill  should  amend  Section  7(c)  w 
clanJy  diat  bnikff-dealers  may  extend  credit  to  other  brokerdeakn  for  use  in  die 
ordinary  course  of  business  (other  dian  for  Ibe  purchase  of  secniitks  for  their  own 
accoum). 
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H.R.  18  ilto  would  pennit  brolcer-dralen  to  bonow  agilnit  Mcnritif  C 


s  of  fimnciiK  €0 
18  would  mropiiudy  (1)  loMen  UK  r 
Activities  (Inriitdipg  the  purdme  of  secufki 
'"«  to  puichue  for  ■  Imkn^deakr's  a< 

Bant  inVF«nian  adviaory  activitiiB 


the  Advisen  Aa  in  ligbt  ct  gmwiag  bt 

Howevei,  becanse  (bis  iovolvemeoi  is  i  icliiive^  ni 

nutte^  Hut  it  would  be  advisable  for  iiHii]r  oC  Hie  invuUuuU  cwnpany  provirioB 

modified  somewhat  to  give  the  CommiHioa  authority  to  deal  with  conflicts  of  mieteai « 

"--  Jiasfliey  ar- 

1.  H.R.18isi  .  .    

le  seciniiiei  on  bank  piemiies  or  nochase  aham  at  a  mutoil  ftmd  IM 

ir  to  thai  of  a  bank.    Wc  cmmnend  H.R.  18  for  Hddiis  to  deal  wU  fln 

isaie,  which  has  toot  coDCemed  the  Qxnmiukn.' 

First,  the  bill  would  imCDd  Ihe  Investment  Cocqany  Act  tt 

investmeat  company  ftcMi  adooing  a  name  diat  is  tlK  same  ai  or  . 

afniiaied  bank.  Ihe  ConuniisioD  believes  that  coniidenUioa  ihould  be  givai  to  ncaaiai  IkJi 
impOTtantptovi^on  to  authorize  Ibe  Comminioa  to  adopt  mks  or  itne  onkn  to  regnlMB  tti 
practice.  In  particular,  the  Commisston  recommends  ttol  the  provision  be  leviaed  to  sMs  ttM 
It  is  deceptive  or  mltlMHW  fijr  an  investmem  company  Id  nse  a  name  simitar  to  Oat  of  m 
affiliated  bank  in  contravemion  of  Commisiioa  rules  or  orders.  This  apptoacli  woold  swoid  ■ 
outii^it  prohiMtion  of  common  ■«"!*»  under  all  circumstances,  "^  >wnl*  thfi 
respoai  to  particular  names  it  concludes  are  potentially  confusing  to  investon. 

Secrad,  H.R.  IS  would  amend  the  Investment  Companv  Act  to  pttdiitn 
coiqanies  or  tellen  d  investment  conqnny  securities  from  uaimiat  or  "p'lWi 
compsny  or  any  security  issued  by  the  conqnny  is  guarantted  by  the  U.S.  govtnm 
by  tiK  FDIC,  or  guararOeed  l^  a  bank.  In  HUitioa,  tlK  bill  wonU  mawl 
"         '    '  m  adopt  rules  to  require  thai  bank-^iRiliated  investment  conqianies  and  pc 


a  source  of  customer  confusion,  the  Comndaaiaa  b« 
tliat  the  use  of  common  names  is  jreaunyiivc^ 
b  R^strants  from  Batbaia.  I.  Oreen,  Dqmty  Director,  SEE 
[■vestment"  ~"      .-    - 

presumptitHi  c 
hanV-<niH  anH  bsnk-advised  ftmds 


.  H  guaranteed  or  cndoned  by,  t  

the  shares  are  not  federally  insured  by  the  FDIC,  the  Fedenl  Reserve  Bund,  a 
other  agency. 

Unda  the  proviwMi,  the  Commission  would  have  the  authority  to  eaen^  an  investmoi 
company  mm  dus  prohibition  if  it  detHminei  that  an  exemption  is  consiaient  with  Ik 
public  interest  and  the  protection  of  investon. 
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buk-RffiliitecliaveatateDicooqituiysecuritiM  promiiiettly  dudote  Am  Ok  isveSmeot  oxiqaiiy 
or  any  Mcority  iuued  byOw  cooqany  is  not  FDIC-buund  and  ii  not  otheiwue  in  obli^itkn 
of  tbe  affiliated  brak.  The  Commiukn  tgnta  that  such  diiclomc  ii  iwcessaty,  but  wogld 
reconunead  a  moie  flexible  qnroach.  In  panicular,  we  ncommeDd  dot  tbe  praviilkia  be 
revued  lo  lequue  bank-affiliaiea  iovemieot  companies,  and  persons  who  sdl  *—■"'''»'  issued 
b]r  such  companies,  to  nuke  diickMuies  aknc  die  lines  coounptaied  by  H.R.  IS  in  accMdauce 
vitb  SDcb  luks  as  die  Cominiisioa  may  preaoibe. 

Conflicts  fif  JBrfBM  Banks  aie  now  lifnificanl  paitidpanti  in  the  fimd  indufiiy. 
Because  this  wai  not  the  case  when  tlie  Inveilinaa  Company  Aa  and  the  Advisen  Act  weie 
enacted,  diese  statute*  cutiendy  do  not  address  ail  of  the  confHcts  trf  iiOenst  that  may  aiise 
when  baiAs  provide  inveMmcatnunacement  and  related  seivicesiDfimds.  H.R.  IS  teccwnizes 
■beie  cooflicta,  and  addreuea  them  \n  prcdnlnling  Ecnoin  tnuuactioni  between  funds  and  their 
bank  affiliales.  We  believe  thai  die  Conunisskn  would  be  better  able  to  address  soch  conflkts 
if  it  wen  (jvenamhoiity  Id  define  and  deal  witlidiote  conflict)  by  niles  or  onlen.  This  would 


had  w^iii^t"  of  wfnrMiit  to  satii^  h.iA  aaUmer't  iiiilalileiliiiM     R.R.  IS 
would  pfoldUt  in  luvutuieai  coouany  Enxn  koowincty  squiring  a  security  Atritw  the  existence 

_. ^ ^, "' V ....    ......  jjj  wooldbc  used  to  ledre  any  pan  of  an 

This  provision  is 

»  of  readily 

n  would  be 

,      .    n  die  And  oonld  be  left  wia  mwiital^  or  risky  assets.   B.R.  18  would  prevent  dds 

aceaado  from  oeconing.    We  recommend,  faowever,  IMI  the  bill  be  —""'-<  lo  provide  lli~ 

"        '   '        '"'     -■-■■--       ■■•■-        —     •  ........ "-y nJe or ofdB 


Commissian  widiantliixity  tonohibit  speaBc  tensive  litnalioiuof  lids  t^by  nueoroider. 
could  be  lead  t 


'iTw*  CommiasiOD  is  i-natr^m^Aoi^^  ^^f^f^  of  the  broad  won&u  of  tins  provitfon,  die  bill 
'  '  Bj  dal  would  not  be  afan^^*  ~ 


.1  tpprotch   would  aUow   refulitofy   flodbility  and  would  avoid  pnUlMting 
nt  compwiies  &om  paitiripiling  in  appropriate  and  potealialty  advimi|eaui 


widi  the  potential  fbr  oveneKlmig  by  a  bank  in  a  loan  ts 

18  would  audiorize  die  Commisiiion  to  paiM  ■""p*™*  ftoo 

Invaauneni  Conqai^  Act,  muiual  ftmds  may  bonow  only  Aom  banks.   As  ascasaed  above, 

because  the  laveMMU  Company  Act  cooteiq^Me*  Oat  baidn  would  not  have  an  active  role  in 

die  '"*wi*""**  of  ftands,  ine  ^^»^  docs  not  ape^ficalty  address  pfiraiial  gveaeacteng  wlicn 

die  twirfiiw  bank  is  afRUated  with  the  ftind.   The  Caeunissioo  supports  addieaiific  *****  issue 

legislativeqr,  but  we  recommend  that  dw  bill  be  "~~'"*  lo  provide  the  Ccnunissttni  with 

authority  to  adopt  rules  cniawe  orders  that  limit  or  pntaibjt  banks  Atm  lewfing  to  affiliated 


For  esanfde,  dds  pttFviwn  could  be  read  to  prohibit  an  eqni^  ftmd  bom  acquiring 
sKKk  of  an  issuer  wlioaepiAUclytiaded  debt  secutitiea  hqipea  to  be  in  de  portfolio  irf 
an  affiliated  bond  fimd.  Mcneover,  tins  fm>vinon  may  tncicase  the  conyliance 
rewwfflilTiltties  of  an  investment  coomany  to  monitor  tlie  secuiities  hf^dtngi  and  [ending 
airavities  of  all  irf  its  afflliatea.  We  i^iestioo  whether  the  imerats  of  investors  will  be 
fiiTtfaeted  by  ni^>ostng  such  an  extensive  conqiliance  buiden  on  funds. 
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Audi  in  tboK  iutucts  in  which  tbe  potencnl  for  oveimdiuig  exneds  the  pottrtM  b 


a.R.  18  would  pennit  n 


f  j»-p.»y    Aft  ..UmmAj  J»~*«  ■»—  f  ■■-■■-■»~<n  MiljJila* l»£  ^Jt—j^ 

ny  ciutodiil  ■mngemenw,  H.R.  18  wmdd  coafinn  dM  Iki 


Indipoidaica  of  board  erf  iBTcctaiS.  H.R.  IS  coauiiupiaviiiaasd 
■ftiwifffiwn  t£(  iiMlBpQfldCDCA  of  1  fond's  bottid  ci  ditcton.   It  would  a 


'iotensted  pAnon*  of  to  isvettmeot  conmuiy  to  inrTitrtft  (1)  ibt  pwum  who,  »8iw*  ^fy  mt 

J 1. _^j r.u 1 W    »iyj«H  tn  my  jirinplp.1  t^ifff^fffm  Jj^ 

)uiypenaa  who,  wUiiiitbemieped  ' 
u  ctutodian  or  tnntfisr  tgeat  tot  the  iovestmeot  coaqany,  nd  0)  inv  afSuiB 
It."     H.R.  IS  ilio  wouU  imead  the  piaviilaa  of  die  ttvaOnwit  CaanMiy  Act  «■ 


cated  uy  poitlUio  tnmwtlnni  for,  eagi(ed  In  uqr  pdnc^  u 

or  loaned  money  to  dHUivenmeatconvaity,  (2)uiypenaa  who,  wUiIntbemneMiiod,  h 

■cted  u  ctutodian  or  tiutfor  ^Bot  for  the  investmeot  conqaiiy,  nd  0)  nn  afSuiB  of  Ncfc 


who  an  officen.  diiectDn,  or  employecA  of  any  ow  bisfc.    Hv  HD  wouM 'coqanid  Ihii 
lettrictKn  tD  ewer  oflicen,  diicctovi,  or  cufikiftn  off  wy  iii|la  baafc  twMnmi^  coMpMf 

(induduifl  ill  aibsidiaiic — ""  -*^'-' — *  — ' * — '^  l„«-  #!^-.>-j»-^  i—  ^_lj^__.__*    «*_ 

siqipoTt  Qds  provinoQ. 


g  die  THBrictwn  on  i«nt«  would  be  cooaiAeot  with  the  ifRIiMed  tanmciioa 
Ions  of  the  Investment  Conmany  Act,  which  ptolubit  afG&aled  n^Fiifi'i  fkon 
engarioft  in  tranaactloda  ■rfth  t  ftmd,  bat  do  not  main  it  unlawfiil  for  Afi  ftmd  itstf  to 
enter  *"tr\  f^n  iffDiMBd  ttannctlon.  ^**n^**  a  fiind'a  day-to-day  opontlaoa  npicilb  aia 
tMfiMpH  by  ita  iuveauuent  adviser,  the  adrian  baa  the  aUlin  to  canae  **m  Ium  to  tfcr 
ioto  ufUiated  tcanaactiona-  The  aflliiatod  traniytifln  proviakna  lecosidae  lUs  and  piKe 

fund.    Tbeae  noviiioiu,  tbaefine,  cnipower  ttw  CommiariSi  to  puuae  enCDnxaot 
■ctioDS  dvcctfy  ■^ifwf  those  pcnons  thai  cinae  the  fond  to  enttf  imo  iffilii^ 

TV  bill  would  proUtnt  nmt  jnveKmait  tnuU  CUITi'}  Inai  nsfaig  affiliated  b 


While  tlie  niie  fioveniing  Inveatment  coounin  self-cuKody  of  aaaeta  h*<f  been  irpfr^ 
10  cover  custodial  aiiwicemeoti  with  atfiliated  banks,  we  believe  *'-  ' ■ 


x  rules  relating  to  affiliated  h*i*fc  custodiandiipa. 


We  oueaiiDa  the  need  to  mrbi^r  cuttoftiaiis,  ttansfer  't**^.  *^  their  affOiatta  at 
intcMed  peraoDS.  It  would  vpetx  ttnt  the  cooflkt  of  uMenst  potential  laiaed  by  ■ 
board  nmnber^s  bedng  affiliated  with  a  ctutodian  or  tmufcr  ageot  is  iMfaei  ■iiiiiiiiw 


db,  Google 


,     .  vtfattibebHik 

doH  not  nw  la  fldueuiy  nuhorlty  to  fuither  in  own  J*— «"  (nidi  »  voting  ta  jwraMuate 
indf  or  in  afHHtfe  u  faivatiiMtt  adviw  to  die  fuod),  H.R.  18  wonU  nquin  od  fiiluciaiy  u 

fiflowcoaiDpnieednntwtMivodiighiiiddiint.'*  IliBvatiiitn-  '        " 

to  bnki  hiAliu  faiveiUMut  caa^Mir    ■" '--•--•-  -» 

(OveninMolil  tkai,  ud  oonecdve  tr 

ogp  diarM  m  ■  fidnduy.   Th 

V  reniinmnt  01  .  .  . 
■  fUDciuy  cxpaci^.  Hk 
atMMT  would  be  nqaind  to  pfovide  ifiickMuiei  u  (micribed  by  tbe  Commiiticn  10  Cbe  penoa 
to  whcMi  periodic  Hnmciil  mumauu  of  the  fidudig  tccouni  tre  aeai  (CypioUy  the  penon  who 
ciMted  me  mm).  lUi  pktvUod  mdioiizei  Oib  Commuiioa  to  idoiX  lukt  lo  protect  ftud 
iovenon  who  are  >l*o  tnut  bcndiciuies,  ud.  «  the  nme  time,  wdioiizei  the  mproptiue 
buldagagenntDieviewjiiiicbuM  by  fiduciuiet  of  Kcurides  inued  by  aflilated  mvemieat 
eatapuitt,  ABhou^  the  OMinu»wiiKkiiowkd|es  the  potentul  conflict  of  iataatthituitei 


irtwfilvmg  that  i^tetinwlrip  would  be  bcttcT  wldRUQd  by  ffwirfiny  the  fedcnl  impi^tw  j^ 
die  fulcft  adopted  under  tboae  laws  ***■«  by  inwitwtiiif  me  InveMmeot  Pnrtgiany  AcL 

a.R.  IBwonklcodi^aloas-it 


nut  finidt"  W^ie*  onlv  if  tl 
cKeitti  <tf  a  bank,  and  ii  m 


Spedticalty,  H.A.  IS  would  leqidn  the  fidudaiy  to  (1)  pan  tfaiaii|)i  voting  li^tti  to 
hnafitf Janet  or  certain  other  dnngnated  penooiT  (2)  vole  the  shaiet  it  bwdi  in 
tw^mtion  to  all  odM  ihaielMAIen,  or  <3)  vote  in  acccnduice  with  Conuniiiion  nik(. 

. JO  tfun  fUndi  too  the  RfiaiatioD 

aAatS  1933  (1)  U.S.C  i7Tc(aX2))  aad  exchide  coomwa 

Act  (is  U.S.C.  |80a-~3<c}^~)).  In  additioD,  becauK  miemti  in  caamoa  tnut  fundi  aic 
Bwapted  Mcuriiiei  voder  the  Secmitiei  Exdnnge  Act  (rf  1934  (13  U.S.C. 
fT8c(aX12)Qii),  penou  effecting  tnuactiaai  in  dwM  iatefoti  need  not  ic^uter  as 
bcokn-dnkn.  Tbo  ddliulioD  n  etch  of  tbeK  iriTiitPi  ii  virtually  ktootica],  liijiitiiiE  the 
etcqitioa  to  any  conuioa  tnut  ftmd  or  limihr  fund  nwirtaiiial  by  a  bank  exctamvely 
tbr  ne  orikctive  invettiDent  or  idoveaiiwdt  of  moBBjt  coatiibuled  tbento  by  the  biidc 
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■dratiMd  Of  ofltand  lo  tts  iwifBl  poblic.      TIib  Un  would  wodUj  dn  Imiiiji   of  the 

OHiBiaB  tiut  flad  OK^doB  h  tke  lavMUstf  Ca^iaj  Act,  Hd  Ibe  o ' -*- — 

la  te  SecnridMAc^ad  Ike  bckHie  Act,  to  iHBia  Ob  Mc^oa'i  j|ipH 

iMBciMT  |wi|Mict.   Socoad,  MonMi  !■  liB  nad  h^  vol  bo  ■dwAlvd  ocofltand  IbvnlB  lo 

■ddfld  Id  in  uuBi  fco  ckKgHl  to  a  pudc^MM  icoon^  would  OMaed  lbs  Boul  coopamtiM 


opcntkn  tif  Ao  ftaBd,"  v  doidnBlMd  by  tho  mmfpglwt  ftdwif  bttUig  Mfoscy-  Wo  mnwir 


db,  Google 


LIOU   OtVIIIOS 
FROVUIIOaU   LUajlITT 


nan:  April  Br.mUw(^CV,0 

U:        Hadisaa  CuacanCy  Savings.  Auquata,  krkanias 

■Ctvlt  Fraud  Hawlaw' 

praparad  by  Kanaaa  OCflca  at   Invaatlqaclona 

I  racaivad  Uia  actaenad  aaao  Mirouqli  Uia  Intaroftlca  aail  today. 
Oua  to  tba  paca  at  which  va  at*  uorkinq,  I  aa  elrculatlnq  it 
without  ravlovinq  it  in  datail.  Houavar,  cha  foLiovlnq  painta  ara 
■ppacant  trom  ay  Briaf  look. 

t.  At  tha  tlaa  that  thia  raport  waa  vrictan  (1/11/94),  in< 
invaatiqatota  uara  ralylng  on  tha  aaaa  aaCarlal  that  va  ara: 
criainat  rafatrals,  Carriah  taporta,  and  axaainationa.  Ho  nan 
raaaarch  had  baan  dona. 

Tha  raaulta  of  tha  aoat  racant  aaaaC  aaarchaa  ara  auaaatiiae 
:  tha  top  of  paqa  1.  Tha  rapott  adcnowladqaa  that  no  botrouai 
laat  aaarchaa  vara  dona.  Howavar,  aoaa  ptaainant  Dto'a  alao  saa: 
I  ba  aiaainq,  a.q.,  Suaan  HcDouqal. 

Confuaion  mat 
lia  projaet.  Tha  ■ 
oeharal  *tBa  ?LS  AtsoEnay  lor  cna  inacn^ucian-  la  -unavaia  de  . 
'  auBJacta  InvoXvad  wiut  fraudulant  aetlvlEy  aUiat  Uian  chi 
■aad  in  Uia  ctlalnal  raEarrala.*.  Aa  tar  aa  I  know.  I'm 
)nly  PU  attamay  uho  haa  avat  baan  aaalqnad  to  Hadlaan.  Hswavi 
J  waan't  intarvia«ad  by  Invaatlgattona  on  thia  topic.  Tha  rap 
alao  notaa  a  1/(1  Plan  of  InvaaAqatlon.  I  hava  naUr  aaan  it. 

3n  paqa  «,  tha  Lnvaatiqatora  auaaatlia  portlona  of  tha  1 
ih  rapOEt.  Thia  ii  uaaful  only  inaofar  aa  It  liata  tni 
,_  at  pro^aeta.  Tor  axaapla,  ai  notad  in  ay  raviaw  of 
iaplacraak  tranaaction,  tha  'poaaibla  forqary'  cafarancad  in  c 

lary  la  a  non-iaaua  for  civil  purpoaaa  bacaoaa  it  la  appar 

■  othar  avidanea  Chat  tha  individual  whsaa  nana  may  hava  t 
Corqad  did  buy  tha  proparty  concarnad. 

AC  tha  and,  tha  raport  doaa  contain  a  uaatul  Hit 
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John  J.   MairflMltTCDC 

April  A,  BiaalawfLafal-pimTCOC  rnlVll-t-V3 

tun*  tlra  Ingulcr 

KondAy,   Karen  21,    1*14   ll;)f:a*  Ut 

H 

John  J.  AdAlrllCfllTCDC 


ranardad  toi      navan  a.  •HUiarfiefarcoc, Clark  H.  BlUhtttaKitTCDc 
Facricla  N.  BtaeXVISVItTCOC 

forvardad  data: 


rer  your  Information. 
Jack 


a  ay  undaratandinq  that  tha  KTC  oifi  la  eonductlnq  a 
rlra.  Howavar,  no  ona  has  contactad  aa  a' -* 


■  laat  ravtaw  at  tha  Hoaa  rira  1 


Havarthalaaa.  tha  ocoa  Butalaalon  to  tha  Contlleta  C 
that  I  had  'atatad*  varloua  thlnqa.  Aa  ' 
•atataaanta-  ara  darlvad  tros  ana  aaal 
Kaniaa  rtotaaalonal  Liability  OCIlco. 

Oddly,  nowavar.  kay  points  in  tha  aull  vara  Ifnarad.  For  asaayla,  tha  aaall 
itataa  that  no  ona  has  baan  abla  to  point  to  any  avldanea  that  Mth  Hard,  tha 
individual  ralatad  by  aarriaqa  to  wabatsr  Hubfala,  actually  banatictad  by 

^ _i.j^  ratantion.  tJila  la  currant  InCorvation.  On  tha  otliar 

I  lottar  by  a  Kr.  SchanK  vrlECan  alaoaC  9  yaara  aqo  - 
■s  a  ciaa  vnan  no  ofw  could  prwlict  how  cha  Hard  litigation  would  turn  out  - 
ia  proalnantly  (aacursd  in  tha  ocoi  raport.  (Thla  la  tha  atataaant  that  it 
vould  ba  'nalva*  to  thinJi  that  mibbla  would  ratraln  fros  illicitly  aaalating 

Raqarding  tha  SchanK  iattae,  it  ahould  ba  notad  that  that  latCar  waa  wrltcan 
In  Auguat  ifl9  froa  Scbanll  to  O'Donnall.  It  waa  not  addcaaaad  to  aa.  t  da  net 
Know  whara  tha  FDIC  found  tha  lattar,  but  It  waa  not  faund  in  ay  fllaa.  I  dl< 
not  laarn  of  Ita  ailatanca  until  tha  roiC  ralaaaad  it  to  tha  nawa  aadia  In 
Bacaabar  l*t).  Tha  OCOI  raport  la  alaply  Incarract  whan  it  atataa  that  I 
raapondad  to  Schank'a  coacarna  throuqh  a  latEar  awit  to  anothar  paraon  in 

—  aontha  batora  Schank'a  lattar  waa  wrlttan.  H  11  £ '>  1 ' 

it7ji       factual  discrapaney  bacauaa  I  waa  dlaturbad  to  aaa  a  laporc 
fraa  tha  av  nawa  aarvlea  an  March  14,  lt«4  which  quotad  an  aaall  which  I  aant 
ta  Mr.  Hoabla  ef  OCOS  in  January.  Ky  aaall  to  H^Ala  axplAinad  that  whan  the 
RTC  racivad  tha  rtoat  tilaa  troa  tha  FSIC,  tha  laqal  billa  wara  alaalnq.  in 
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PRIVILEGED 


Cffi't?' 


iniM  by  •r»u  li: 


B  conduct ad 


Howavari  ths  rsic  has  ilnca  found  aait 
:o  ua.  Obvisuily,  trtioavar  laaMad  ay  aaa 
If  tha  currant  iltuatlon.  TMaa  bllli  ■ 
Boa  which  docusant  Chat  tbalr  payaanC 
by  tha  paepla  wbo  aupai-vlaad  ao  at  tha  tlaa 


racurrlnq  laaka  of  OCOS 

I,  but  which  earafully  oalc  tn« 
lavant  Infenatlon.  I  aa  eartiLnly 
kgatien  and  aa  bopaful  that  It  will 
C  tlM  tiM  OCOS  ravlav. 
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.    fty»n»CEO»llTCDC 

e.    KuLkilLiqal-tclRTCSC 

L.  HLndailLaqal-piilitTCDC 
■DrallLtntLiqal-pLilRtCSC 
E.   itrnqntJocPtHTcac 


-URlCawaMr"  afta 

?Ir!i?!Slo! 

Aa  Cenirraaa  today.  *t  ona  point,  na  a(4a 

on  raUuary  J,  l»»4,  eha  diy  Roqar  Attaan  brtafad  uia  Uhlta  Houia  an 
Nadlaan  Guaranty,  RTC  Sanmr  Attornay  April  Icaatav  vklltad  tha 
Kanaaa  City  Offiea  and  aaid  tpiit  uainlnqton  would  Ilka  to  »ay  that 
Whitawatar  cauiad  no  loiaa*  to  nadiaon. 

[  hava  navar  nt  Kr.  Altaan.  I  did  net  know  tnat  ha  vaa  taiaflnq  tna  uhita 
Houaa  on  rataruary  a,  ll*«.  on  that  data.  I  had  not  aac  aitbar  Ma.  Kulka  sc 

I  would  nota  that 
sucn,  aha  aay  not 
plaintiff  auat  ba 

ba  aantancad  to  ai 
•lota*  la  ralavan 

m  any  avane,  I  a. 
tight  on  thla  alai 

Na.  Lawii  punnna 

■bia  to  dasanatrat 

ndant  la  ihown  to 

■ka  raatitutlon  It 

to  ctlaiiul  a«eta 

■t  with  Na.  Lawla  M 
■ant  of  UM  elvll  ij 
ortahla  about  tna 

that  it  aulfarrad  a  lota,  (ot  court*. 
ava  cauiad  aonatary  loia,  ha  or  iFia  aay 
a  or  aha  la  eenwietad.  In  that  lania. 

raaolva  Ua  Idal 

r  cnacklng  account?  uat 


■  kay  alaaant  of  tha  invaitlqaiton. 

lalbla,    I   caquait   thit   tha   HTC   Itiua  a   ttataaant  whlcn  cla 
:   I   aa  not   a   political   appalntaa,    thaE   I  did  not  act  at   t^. 
caquatc  of   political   appolntaaa,    and   ttiat   I   cataqOTlcally  dany  aakinq 
.. ..1-  —  — _  Thank  you  tor  conaidaiinq  ay  raquait. 
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cacol  L.   HlddlabrooMLaqat-plalmCDC 


Bf     »5i:fewsm'ai'!si!;?sV"< 


94-a)01^^gac^it  J^JjUtxj^QJJf^K]  ^cvaan  RtC  and  WilM  Houaa  or  David   Kandall 
of   alaMl   Hccluiint  nHocIacIana.   km   you  Know,   uiaaa  naqotlaclona   laid  Eo  a 

,    ..Saeondly.^I  balaiva   cliaE   Uiaaa  noCaa  ara.nbjaet  to  atCBrnav/cllant 

Atcacnay  Claa:   half  hour;   aacratary  tlaai   ana  hour   (Co  ravlan  qlobal  tllaa) 
14-aioai    II   contact*  hIui  tha  Rapublleana  about  Madlaan  In  1*S1 


■aarcli   tlaa.    baciiaaa  intnown!  *■■  nac   Includad^in  CEaia  dlicuaalona. 
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:lrtJL«l»i-? 


tmt   h»i    »nvtHina    CO  dn 


Hll£ 


IKppam 


a"l*MMStS°ijHlJB*lMWe*K*I'  Brouqn/thim  'n'i5.nt"Tnt< 


■.onil    l.v«t.    I   .ironqly   r.gu..t   t^.E   .v.rYBody   b« 


ira  playinq  t 
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GAO  Testimony 


Before  the  Commiaec  on  Binktni  lod  Fuuncjal  Servicei 
Houte  of  RqMnenUlivet 


FINANCIAL  REGULATION 


Modernization  of  the  Financial 
Services  Regulatory  System 
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Suamary  of  Statanant  by 

Jaaaa  L.  Bothwall 

Dlractor,  Financial  Institutions  and  Markets  laauas 

U.S.  G«naral  Accounting  Olfic* 

Whan  Conqraii  last  conaldarad  axpandlng  banlt  powers,  the  Industry 
was  not  In  vary  good  financial  condition   At  that  tliw.  Congress 
choaa  to  follow  a  prudent  course  by  aaaklng  to  qet  both  tha 
banking  and  the  ragul-atoiry  systena  Eaclc  In  shape  before  moving 
forward  on  financial  services  modernization   Whllo  the  banking 
Industry  is  clearly  in  better  financial  condition  than  five 
yaara  ago,  in  GAO  a  view  It  may  be  pretnature  to  assume  ihat 
fundamental  concerns  about  rlsX  nanagament  and  regulatory 
supervision  have  been  resolved. 

Parts  of  the  industry  that  were  once  separated  have  continued  to 
converge,  while  the  regulatory  system  has  adapted  to  theae 
changes  incrementally  and  on  an  ad  hoc  basis.   The  result  is  a 
regulatory  structure  with  overlaps,  Bnonaliea,  and  even  sane 
gaps.   Recognizing  that  this  may  be  an  opportune  time  to 
restructure  the  laws  and  regulatory  framework,  GAO  suggests  a  set 
ot   safeguard*  to  avoid  undue  risk  to  the  safety  and  soundness  of 
the  financial  syatea,  to  the  deposit  insurance  funds,  and  to 
consukara  and  taxpayera. 

—  Financial  services  holding  conpanies  should  be  subject  to 
comprehens lY*  regulation  on  both  a  functional  and  conaoUdated 
basis.   While  firewall  provisions  ace  extremely  Important  to 
pravent  potential  conflicts  of  interest  and  to  protect  Insured 
deposits   An  umbrella  aupcrvisoiy  authcrity  needs  to  «xlst  to 
adequately  assess  how  risks  to  insured  banks  nay  be  affected  by 
risks  in  tha  other  components  of  tha  holding  cofopany  structure. 

--  capital  standards  for  both  Insured  banks  and  financial 
services  holding  companies  should  exist  that  adequately  reflect 
all  risks,  including  market  and  operations  risk.   Because  capital 
can  erode  quickly  in  times  Qf  stress  regulators  should  also  ba 
required  to  conduct  periodic  assessments  of  risk  aanageiient 
systaaa  for  all  tha  ma  or  components  of  the  holding  coMpany,  as 
well  as  for  the  holding  conpany  itsalf. 

—  Clear  rulemaking  and  supervisory  authority  should  ba 
established  that  Includes  apaciflc  requirements  for  cooperation 
and  coordination  among  functional  regulators. 

—  MechanlsMS  should  exist  to  prevent  ascesslve  concentration  of 
economic  power  and  to  assure  tree  entry  Into  financial  services 
markets,  so  that  small  businesses  and  consuaara  can  ba  aaaured  of 
racalvlng  tha  banaflta  of  Modernisation  ettorta. 
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Hr.  Chairman  and  Kwmb»t»  ot   tha  coBMlttM, 

We  ara  pleased  to  b*  h«r«  today  to  discuss  Modarniiing  our 
financial  aervlcM  regulatory  systaa.   Thar*  ara  aany  good 
reasons  for  consldaring  Modamiiatlon  legislation  at  this  time, 
and  Che  proposals  now  before  thla  coaalttaa  provide  a  wide  range 
of  options  for  restructuring  tha  traditional  relationships 
between  banking,  sacurltias,  and  other  related  activities,   we 
believe  that  enhancing  financial  aectar  efficiency  la  an 
important  policy  goal  but,  in  pursuing  that  goal,  wa  should  not 
lose  sight  of  other  Important  goals,  such  as  sulntainlng  the 
safety  and  soundness  of  tha  financial  systaa  and  tha  depoait 
Insurance  funds,  preventing  undue  concentrations  of  aconoMic 
power,  and  protecting  consumers  from  potential  conflicts  of 
Interests. 

To  best  ensure  achieving  all  of  these  goals,  we  believe  any  move 
to  Modernize  ragulatlon  of  the  financial  services  industry  should 
(1)  provide  consolidated  and  comprehensive  auparvision  of  ail 
companies  owning  federally  insured  depository  institutions — with 
coordinated  functional  regulation  of  individual  CMqmnents,  (2) 
ensure  capital  levels  that  adequately  eatlect  the  amount  of  risk- 
taking,  and  (3)  ensure  that  regulatory  resourcea  and  capabilities 
keep  pace  with  expanding  bank  powers  and  increased  linkages 
between  banking  and  other  types  of  financial  or  nonfinancial 
activity.  Ha  bellava  these  are  fundamental  principles  that 
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should  r«c«lv*  careful  attention  as  Congress  considars  the  best 
approach  tor  ■odarnlzing  tha  financial  servlcas  rsgulatory 
system.   Kovlng  away  fion  a  financial  services  holding  conpany 
approach  or  In  the  direction  of  allowing  conmsrclal  or  Industrial 
firms  to  own  banks  raises  particular  questions  and  concerns  which 
suggest  that  Congress  should  proceed  cautiously. 

BAHKS-  rmAMCIAL  COWDITIOH  HAS  IMPROVED.  BUT 
REGULATORY  REFORMS  HAVE  IfET  TO  BE  FULLlf  TESTED 

When  Congress  last  considered  expanding  bank  powers  several  years 
ago,  the  banking  industry  was  not  In  vary  good  condition.  Many 
banks  had  failed  or  were  struggling  to  restore  their  capital,  and 
the  bank  insurance  fund  was  depleted.  While  bank  securities 
activities  were  not  as  prevalent  at  that  tine/  many  of  the 
reasons  for  taking  up  ■odernization  issues  were  clearly  evident. 
Congress  chose  to  follow  a  prudent  course  by  seeking  first  to  get 
the  banking  Industry  back  In  shape.   An  important  component  of 
this  strategy  was  enacting  the  Federal  Deposit  Insurance 
corporation  InproveMnt  Act  (FDICIA)  of  1991.  This  act  included 
a  number  of  pcovislons  to  bring  the  regulatory  system  In  line 
with  the  realities  of  the  fast -changing,  highly  competitive 
Markets  within  which  banks  now  operate.  These  provisions 
included  prompt  corrective  action,  under  which  regulators  are  to 
prevent  losses  to  the  bank  insurance  fund  by  closing  banks  before 
their  capital  la  coHpletely  exhausted,  as  well  as  various 
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managanwnt ,  cegulatory,  and  accounting  refoma  designed  to 
strengthen  bank  controla  over  clsk-taklng  and  iapcove  the  flow  of 
InConatlon  to  regulator!  and  narket  participants. 

While  the  banking  industry  is  clearly  in  better  financial 
condition  today  than  five  years  ago,  in  our  view  It  nay  be 
preoaturB  to  assuna  that  fundoBental  concerns  about  risk 
managanant  and  regulatory  supervision  have  been  resolved. 
Although  a  credit  risk-based  capital  systa*  has  been  in  place  for 
a  nuMbar  of  years  and  bank  capital  has  increased  significantly, 
Buch  harder  to  naasure  narket  and  oparatlons  risks  have  become 
increasingly  important  for  many  banking  institutions.   And,  while 
regulators  are  providing  Improved  guidance  for  examining  risk 
management  systems,  we  believe  It  Is  too  early  to  tell  whether 
these  actions  are  sufficient  for  today's  challenging  environment. 

LEGISLATIVE  AW)  REGULATORY  FRAMEWORKS  l^AY  BE  OUTDATED 

Having  adopted  interstate  banking  legislation  last  year.  It  la 
certainly  raasonabla  for  Congress  to  consider  regulatory 
modernization  proposals.  At  the  vary  least.  It  seems  reasonable 
to  bring  the  regulatory  system  up  to  the  point  where  it  gives 
adequate  recognition  to  the  changes  that  have  already  taken  place 
in  the  industry.   Beyond  that,  we  should  strive  for  arrangements 
that  have  the  flexibility  to  accoa«odate  further  changes  without 
placing  safety  and  soundness,  consumers,  and  taxpayers  at  undue 
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Both  th*  lawa  governing  the  financial  services  Industry  and  the 
regulatory  structure  that  oversees  it  wer«  dev«lopad  for  an 
Industry  that  was  conpartnantalizad  Into  commercial  banking, 
InvestDsnt  banking,  and  insurance.   Since  that  structure  was  set 
up,  these  activities  have  converged  to  the  point  where  many  of 
the  products  and  services  offered  by  these  supposedly  different 
institutions  are  more  similar  than  different.   Some  examples 
include:  (1)  competition  by  money  market  and  nutual  funds  for 
customer  funds  that  has  been  so  successful  that  shares  In  such 
funds — many  of  which  pemlt  check  writing — are  now  about 
equivalent  in  volume  to  Insured  bank  deposits;  (3)  the 
securitization  of  more  than  tl  trillion  of  mortgage  and  other 
loans  that  a  few  years  ago  would  have  been  held  in  portfolio  by 
Insured  depository  Instltutlonsj  and  (3)  involvement  of  banks  In 
securities  to  the  extent  that  "Section  30"  affiliates  of  banks 
account  for  about  15  percent  of  the  assets  of  all  broker  dealers 
registered  with  the  SEC,  and  that  bank  proprietary  mutual  funds 
account  tor  about  14  percent  of  the  assets  of  all  mutual  funds. 

While  regulators  have  adapted  to  these  changes  In  the  Industry, 
they  have  done  so  Incrementally  and  on  an  ad  hoc  basis.  The 
result  is  a  regulatory  structure  with  overlaps,  anomalies,  and 
even  soma  gapi.  For  exaaple,  certain  bank  securities  activity 
conducted  in  affiliates  may  be  exanlned  by  both  bank  and 
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••curitlea  regulatora  In  a  way  that  lapoaea  unnsceaaary  burden  c 
the  inatltutlon.   On  th«  other  hand,  the  capital  atandards 
applied  to  banka'  trading  activity  focusss  on  credit  riak  when 
market  and/oc  operation!  riskt  are  equally.  If  not  more, 
important. 


While  it  may  be  an  opportune  time  to  reatructuce  the  lawa  and 
regulatory  framework  governing  the  financial  aervlcea  Induatry, 
we  believe  any  leglalation  ahould  include  the  following 
aafeguards  to  avoid  undue  riak  to  the  aafety  and  aoundneaa  of  the 
financial  ayateM,  to  the  depoalt  insurance  tunda,  and  to 
conaumera  and  taxpayers. 

Financial  aervlcea  holding  companlea  should  be  subject  to 
comprehensive  regulation  on  both  a  functional  and 
consolidated  baaia.   While  firewall  proviaiona  are  extremely 
important  to  prevent  potential  conflicts  of  interest  and  to 
protect  Inaured  depoalta,  an  umbrella  aupervlaory  authority 
needa  to  exist  to  adequately  assess  how  risks  to  Insured 
banks  may  be  affected  by  risks  In  the  other  components  of 
the  holding  company  structure. 

Capital  atandarda  for  both  Insured  banka  and  financial 
aervlcea  holding  coMpanias  ahould  exist  that  adequately 
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raflact  all  najor  risks,  including  Markttt  and  operations 
risk.   BacauB*  capital  can  aroda  quickly  in  tinas  of  stcai 
requlatora  ahould  also  ba  raqulrad  to  conduct  periodic 
aaaessmentfl  of  rlak  aanagaaant  systaas  for  all  the  najor 
components  of  the  holding  co^any.  as  wall  as  for  the 
holding  company  Itself. 

Clear  rulenaking  and  supervisory  authority  should  be 
established  that  Includes  specific  caquiranants  for 
cooperation  and  coordination  aaong  functional  regulators. 

Mechanlana  ahould  exist  to  prevent  excessive  concentratloi 
of  econoMlc  power  and  Co  assura  free  entry  Into  financial 
services  aarkets,  so  that  saall  businesses  and  consumers  c 
be  assured  of  receiving  the  benefits  of  Modernization 
efforts. 

(tvlslon  of  Financial  services  Holding  Companies 


Should  Be  On  a  Coaprehenaive.  Consolldatad  Baals 

While  each  consonant  of  a  financial  services  holding  conpany  can 
be  overseen  by  a  spaclEic,  functional  regulator,  we  believe  it  Is 
Important  that  sone  supervisory  authority  has  responsibility  for 
the  entity  as  a  whole.  For  exaaple,  while  the  SEC  alght  be  the 
regulator  for  the  securities  affiliate  of  a  holding  company  and 
the  OCC  might  be  the  regulator  of  one  of  the  holding  company's 
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banks,  there  is  still  a  need  for  some  regulator  to  look  at  the 
holding  companv  In  Its  entirety.' 

All  of  the  appcoaches  proposed  to  the  coBmlttae  use  capital 
standards  and  firewalls  as  the  mechanisns  to  protect  bank  capital 
from  balng  usad  to  Inproperly  support  nonbank  activities  or  to 
protect  insured  deposits  In  the  event  a  nonbank  affiliate  becomes 
insolvent.  While  the  capital  of  bank  subsidiaries  and  flr«walls 
ax»   iMportant  safeguards,  we  arc  In  agr««m«nt  with  the  approach 
tak«n  in  H.R.  1063  that  provides  for  consolidated  supervision  at 
the  holding  company  level,  in  addition  to  firewalls.   Most,  if 
not  all,  bank  holding  cotnpanlas  are  managed  on  a  consolidated 
basis  with  the  risk  and  returns  of  various  components  being  used 
to  offset  or  enhance  one  another,  and  investors  may  make  little 
distinction  between  one  component  of  the  holding  company  and  the 
other  affiliated  companies. 

Currently,  under  the  Bank  Holding  company  Act,  the  Federal 
Reserve  acts  as  the  overall  regulator  for  bank  holding  companies. 
The  Federal  Reserve  sets  consolidated  capital  requirements  for 
the  company  as  a  whole,  has  supervisory  authority  over  the 
conpany,  determines  what  types  of  activities  can  be  affiliated 
with  banks  under  the  holding  company  structure,  and  approves  such 
holding  company  activities  as  mergers  and  acquisitions. 


of  functional  regulation. 
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The  propoB*d  financial  scrvlcae  holding  coMpanlas  under  H.R.  1062 
retwible  theae  current  bank  holding  companies .  And,  Ilka  current 
bank  holding  coi^anlas,  thay  are  likely  to  be  very  complax 
organizations.   Given  thl*  co^^lexlty,  wa  question  whether 
sufficient  confidence  could  be  placed  In  a  regulatory  framework 
that  la  strictly  functional  In  nature  and  that  concentrates 
primarily  on  enforcing  bank  capital  rule*  and  flrawalla. 

Capltal  Can  Be  DHalpated  Quickly 

Firawalla  are  Byataaa  of  controls  that  are  roaant  to  keep  bank 
resources  fro*  laproperly  being  used  to  support  other  activities, 
such  as  securities  underwriting,  and  to  protect  against  potential 
conflicts  of  Intarast.   Ensuring  that  appropriate  firewalls  are 
established  and  aalntained,  and  that  regulators  have  ttia 
authority  to  take  action  when  firewalls  are  breached,  is  an 
important  part  of  supervising  banks  under  a  functional  regulation 
approach.   The  Federal  Reserve,  for  exanpla,  has  the  authority  to 
requira  that  firewalls  be  established  when  It  authorises  bank 
holding  ca«panl*s  to  set  up  affiliates  under  Section  30.  The  Fed 
also  has  the  authority  to  exaalne  and  enforce  these  firewalls  on 
an  ongoing  basts. 

Periodic  axaBlnatlonSt  however,  cannot  ensure  that  firewalls  will 
hold  up  under  stress  or  If  Managers  are  detemlnad  to  breach 
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them.  Thus,  th«  protsction  that  flrcwAiis  provld*  d«p*nd9 
heavily  on  th*  fact  that  they  are  only  one  component  of  the 
overall  regulation  of  bank  holding  coropanles  by  the  Federal 
Reserve.   Before  allowing  any  section  10  affiliate  to  underwrite 
debt  and  equity,  for  example,  the  Federal  Reserve  uses  its 
consolidated  supervisory  authority  to  require  the  holding  company 
to  demonstrate  it  has  adequate  systems  in  place  throughout  the 
company  to  nanage  risks  and  to  protect  the  integrity  of  th« 
firewalls.  Such  a  safeguard  may  not  exist  under  a  strictly 
functional  regulatory  approach. 

Although  an  appropriate  focus  of  regulation,  capital  measured  in 
financial  statements  Is  an  inexact  measure  of  financial  strength. 
Capital  Is  adequate  only  in  relationship  to  the  risks  that  are 
being  taken.   In  today's  environment,  the  lack  of  information  on 
proprietary  trading  positions,  or  accepted  standards  of  adequacy 
in  areas  such  as  interest  rate  risk,  underscores  the  uncertainty 
about  the  adequacy  of  capital  as  reported  on  financial 
statements.   Hlth  today's  rapidly  changing  financial  markets, 
measured  capital  can  disappear  quickly  in  poorly  managed  fima. 


I  about  placing  too  heavy  an  emphasis  on  measured 
capital  reflect  past  experiences  In  which  capital  was  dissipated 
before  regulators  were  able  to  take  action.   For  example, 
regulators  waited  until  problems  at  the  Bank  of  New  England  had 
developed  to  the  point  where  asset  values  had  to  be  substantially 
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written  down.  Thua,  aaaanrMd  capital  waa  a  lagging  indicator  of 
tha  bank'a  trua  financial  condition  and  wan  of  ita  viability. 
TtM  potential  volatility  of  darlvatlvai  activitiaa,  along  with 
waaknasaaa  in  accounting  rulaa  for  cartaln  of  thaa*  actlvltiaa, 
furthar  arodaa  th*  valua  of  raportad  capital  as  a  maasure  of 
financial  atrangth.   Although  PDICIA  has  givan  regulators  th* 
ability  to  ad]uat  downward  an  wall  capitalized  institution's 
capital  rating.  In  the  prasance  of  aanageaant  daf Iclenclea,  it  is 
too  early  to  tall  how  affectively  this  authority  Is  being  used. 

Capital  Standards  pnd  HIak  Mnnaoeaant  Evaluations 

Are  IwDortant  Safeguards  Under  *nv  Regulatory  Framework 

Eatablishlng  a  Baaanre  of  capital  adequacy  la  a  basic  coMponant 
of  any  approach  to  regulating  tha  financial  services  industry. 
"Although  we  have  suggested  aone  ilMitattona  to  using  capital  as 
the  sole  nechaniaa  for  protecting  banks  fro«  risks  arising 
elsewhere  In  th*  holding  coapany,  establlehlng  rlak-based  capital 
standards  that  reflect  all  aajor  risks  is  an  iMportant  safeguard 
for  both  functional  and  consolidated  regulation.   In  additioni 
regulators  need  to  aaaess  the  risk  ManagaMent  systaM  for  each 
coaponent  of  tha  coapany  aa  well  as  the  coapany  as  a  whole. 


The  current  risk-based  capital  atandards  for  banka  tak*  account 
of  credit  risk.  Tha  only  aechaniaa  that  accounts  tor  aarket, 
liquidity,  operations,  or  legal  riak  la  the  ainiaua  capital 
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r«qulr*maiit  or  l«varag«  ratio.  Bank  ragulators  hav*  b««n 
attamptlng  to  establish  capital  requlrnnentB  for  Interest  rate 
risk,  as  required  by  FDICIA,  but  have  yet  to  agree  upon  auch 


Regulators  need  to  have  aasursnce  that  each  financial  Institution 
within  a  holding  company,  as  well  as  the  holding  company  itself, 
is  capable  of  neasuring,  understanding  and  managing  the  risks  it 
Is  undertaking,   without  auch  assessments,  neither  the  company 
nor  the  regulator  can  be  sure  iC  capital  Is  sufficient  to  cushion 
against  the  relevant  risks. 

Mechanisms  For  Rulemaking  and  Cooperation 

Are  Important  for  Successful  Functional  Regulation 

Affiliations  between  banking  and  other  activitiea  could  be  done 
In  any  number  of  ways.   In  particular,  if  nonbank  financial 
Institutions  are  allowed  to  affiliate  with  banks,  the  number  of 
possible  regulatory  variations  could  be  large.  To  make  sure  that 
the  resulting  functional  regulatory  system  Is  effective  and  at 
the  same  time  not  burdensome  on  the  industry,  it  is  important  (1) 
to  have  a  clear  mechanism  for  setting' rules  and  (1)  to  establish 
mechanisms  that  enhance  regulatory  cooperation. 

He  believe  that  there  should  be  clear  rulemaking  authority  on 
critical  matters,  such  as  consolidated  capital,  firewalls,  and 
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p«rMlaslbl*  activities.   Thia  c«n  cone  about  In  •  nu«b«r  of  ways. 
Having  the  F*d«rai  R*a«rv«  aerva  this  function,  at  laast  for 
larga  financial  aarvlcaa  holding  coapanias,  ia  ona  obvioua 
altarnativa.  Anochar  abroach  would  ba  to  adopt  an  acrangaawnt 
alnilar  to  that  uaad  in  the  Govarmaant  Sacurltiaa  Act,  in  which 
specific  aganclaa  are  given  power  to  aat  culaa  in  specific  areas, 
with  Eequireaenca  foe  extensive  consultation  aaong  the  agenclea. 
Still  another  approach  would  be  to  have  a  apacial  interagency 
rule  Making  board. 

Although  functional  regulation  sounds  aiaple,  our  work  «akaa 
clear  that  in  practice  it  ia  not.  No  Batter  how  Much  one  Might 
try  to  atraaalina  regulation,  our  recent  work  reviewing  Section 
ao  affiliates  and  bank  Mutual  fund  activities  ahowa  that  there 
Hill  be  areaa  in  which  the  intereats  and  doMaina  o(  different 
regulators  overlap.  Thust  wo  believe  it  is  ia^rtant  for 
Congreaa  to  be  aa  apeclfic  aa  posaible  in  apelling  out  the  need 
for  regulatora  to  work  together  to  reduce  unneceaaary  overlaps 
and  to  MlniMise  regulatory  burden. 

Malntaltiliwi  Co»»tltlTrt  tWirtfTif  m*   flP"  UnltT 

One  ol  the  unique  teaturMa  el  the  U.S.  financial  aystflM  la  Ita 
■any  banks  and  aMcorltioa  (Iemm,  which  help  to  asaure  the 
pcesencM  of  a  variaty  of  financial  aervieea  in  virtually  vvery 
coanunltr  threngbeat  Uw  eawatry.   In  our  recent  report  on 

U 


d  by  Google 


816 


lnt«rst«C«  banking,  we  pointed  out  that  smeller  Independent  benki 
were  successful  In  nost  stetei  In  Maintaining  their  market  share 
despite  the  consolidation  that  had  been  occurring.   Between  1986 
and  1993,  banks  with  assets  of  less  than  SI  billion,  measured  in 
constant  1992  dollars,  maintained  a  national  market  share  of 
about  20  percent  of  assets,  and  their  share  increased  In  9  of  the 
16  states  with  a  relatively  large  amount  of  interstate  banking. 
Hlth  further  Interstate  banking,  as  with  developments  that  night 
occur  with  the  establishment  of  financial  services  holding 
companleB,  these  smaller  Institutions  have  no  guarantee,  of 
course,  of  a  stable  or  expanding  market  share,  and  their  future 
will  depend  on  such  things  as  their  abilities  to  serve  their 
coiiBunities,  the  eftlclency  of  their  management,  their  desire  to 
remain  Ind^endent,  and  the  acquisition  strategies  of  larger 

To  encourage  the  viability  of  saall  enterprises  and  to  assure 
that  coMBunities  of  all  slae  will  have  access  to  financial 
services,  our  Interstate  banking  report  emphasized  the  importance 
of  making  aura  that  local  markets  remain  competitive,  both 
through  anti-trust  enforcement  and  ensuring  that  potential  new 
entrants  remain  free  of  unnecessary  barriers.   The  same  principle 
applies  to  fioancial  modernization  legislation  as  well.  It  is 
worth  noting,  for  example,  that  one  of  the  problems  with  the 
current  Section  20  companies  !•  that  the  revenue  limitations 
(I.e.,  nontradltlonal  activities  can  account  fox  no  more  than  10% 
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□f  all  r*vanu«ai  contribute  to  aaklng  it  difficult  for  a  well 
capitalized,  well  Banaged,  snail  bank  holding  company  to  eet  up  a 
subsidiary  to  underwrite  the  debt  or  equity  of  small  local 

Concerns  Remain  About  Af fllljitlons 
Between  Banks  and  InduBtrlal  Flras 

Removing  all  reatrlctions  on  the  ownership  of  banks  would  provide 
the  market  with  the  maximum  degree  of  flexlbllltY  In  determining 
affiliations  between  banking  and  other  activities,  both  financial 
and  industrial.   However,  it  also  raises  some  unanswered 
questions.   la  such  an  affiliation  naeded  to  provide  adequate 
diversification  opportunities  to  banks  or  other  firms?  what 
synergiea  would  result  from  such  an  association?   How  would  the 
public  respond  if  a  major  company  that  owned  a  bank  got  Into 
trouble?  How  would  regulators  be  able  to  maintain  adequate 
Bupervislon  of  the  company  as  a  whole? 


I  in  this  area  are  heightened  because  many  of  the 
efforts  of  nonfinancial  firms  to  expand  to  the  financial  services 
area  have  not  been  particularly  successful,  and  Increasingly 
companies  have  been  concentrating  on  core  businesses  In  order  to 
survive  and  do  well  in  competitive  markets. 

These  questions  and  concerns  suggest  that  Congress  should  proceed 
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cautiously  with  any  move  away  tram  the  financial  holding  company 
approach  or  In  the  direction  of  allowing  conuiterctal  or  Industrial 
flnns  to  own  banks. 


Mr.  Chairman,  this  concludes  my  statement.   My  colleagues  and 
would  be  pleased  to  respond  to  any  questions  you  may  have. 
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The  cloavaC  Bodcl  for  «  financial  ■•rvlcaa  holdlntg  conpany  Is  tha 
•xiBtlng  bank  holding  cowpany  atnictur*.  This  appendix  explains 
how  bank  holding  conpanlea  are  ragulated,  as  well  as  che  concepts 
of  consolidated  regulation  of  the  holding  company  and  functional 
regulation. 

Large  Bank  holding  companies  are  ccHnplex.   They  consist  of 

combinations  of  banks,  thrifts  subsidiary  holding  coBpanlas, 
sttcurltteg  ftrmg,  and  other  nonbank  firms  (such  as  Mortgage, 
finance  or  data  processing  companies    in  total,  these  large 
firms  typically  have  many  separate  suEsldlarles,  with  operations 
conducted  throughout  the  U.S.  and  overseas. 

The  regulation  of  a  bank  holding  conpany  can  be  shown  with  a 
simplified  illustration  of  SLich  A   COfhpatiy,  as  in  figure  1.   The 
company  In  this  Illustration  consists  of  a  national  bank,  a 
subsidiary  bank  holding  coapanies,  a  thrift  holding  company,  a 
securities  firw  registered  with  the  SEC,  and  another  nonbank 
subsidiary.   The  diagram  also  shows  how  each  entity  Is  regulated. 

Conaolidated  Regulation  of  the  Holding  Company 

Under  current  bank  holdlf^4  company  regulation,  the  Federal 
Reserve  syst-em  Is  responsible  for  regulating  the  company  as  a 
whole.   This  jneans  that  the  Federal  Reserve  sets  capital 
requirements  on  a  consolidated  basis  for  the  company  as  a  whole, 
has  authority  to  supervise  all  parts  of  the  company,  determines 
what  activities  can  be  affiliated  with  banks,  and  approves 
holding  conpany  mergers  and  acquisitions   Consolidated 
supervision  typically  Involves  concentrating  on  capital 
structure,  key  risk  management  systems,  and  the  flow  of  funds 
within  the  company. 

The  holding  company  regulation  provided  by  the  Federal  Reserve 
can  be  referred  to  as  "uaibrella"  type  regulation  because  it  is  In 
addition  to  other  regulation  of  holding  company  subsidiaries  or 
of  the  markets  within  which  the  entities  of  the  holding  company 
operate.  This  other  regulation  is  provided  by  various  federal 
and  state  regulators.  The  authority  of  the  Federal  Reserve  is 
limited  in  that  in  some  circumstances  e  bank  regulator  such  as 
OCC  can,  for  example,  authorise  activities  for  a  national  bank 
that  the  Federal  Reserve  cannot  authorise  at  the  holding  company 
level . 
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Functional  R«aulntlon 

The  concept  of  lunctional  regulation  rafcra  genarally  to  a 
regulatory  process  in  which  a  given  financial  activity  Is 
regulated  by  the  same  regulator  regardless  of  who  conducts  th« 
activity.   In  discussions  about  regulation  of  financial  service 
holding  companies,  the  concept  can  be  used  in  somewhat  different 

Functional  regulation  Is  sometlnei  used  to  refer  principally  to 
the  idea  of  regulating  a   complex  company  In  a  way  that  elimlnatea 
the  umbrella  role,  the  role  now  played  by  th 
bank  holding  companies.   Referring  to  figure 

functional  regulation  means  that  the  Federal  Reserve  regulatl< 
of  th'e  parent  and  of  nonbank  subsidiaries  would  disappear  from 
the  diagram.   Regulation  would  then  be  focussed  solely  on  the 
various  regulated  subsidiaries.   For  example,  OCC  would  continue 
to  regulate  the  lead  national  bank  and  the  national  bank  in  the 
subsidiary  holding  company,  while  the  SEC  {in  part  through  the 
involvement  of  securities  regulation)  would  regulate  the 
securities  affiliate.   OCC  would  be  responsible  for  setting  the 
capital  requirements  for  the  national  banks  and  using  its 
supervisory  authority  over  those  banks  to  see  that  capital  is  not 
drained  away  by  the  actions  of  the  holding  company  parent  or  of 
any  affiliates.   OCC  also  would  enforce  the  firewall  limitations 
applicable  to  the  national  banks,  in  which  capacity  it  would  have 
the  ability  to  obtain  records  from  other  parts  of  the  holding 
company . 

Functional  regulation  can  also  be  used  to  emphasize  the  way  in 
which  regulatory  responsibilities  are  divided  up  among  the 
various  regulatory  bodies.   This  concept  Is  particularly 
Important  because  the  U.S.  regulatory  system  combines  both 
regulation  of  markets  (securities  exchangee,  futures  exchanges, 
and  over  the  counter  trading)  and  regulation  of  firms  (banks, 
securities  firms,  thrifts,  and  insurance  companies).   Nlth 
functional  regulation  defined  in  this  way,  the  SEC,  as  regulator 
of  securities  markets,  would  set  rules  that  apply  to  all  firms 
active  in  those  markets,  whether  those  firms  are  banks, 
registered  broker  dealers,  or  insurance  companies.   The 
enforcement  ol  the  SEC  rules  can  be  done  either  by  the  regulator 
of  the  market  or  the  regulator  of  the  firm. 

As  the  activities  of  various  types  of  financial  Institutions  have 
converged,  the  concept  of  regulating  by  function  is  likely  to 
take  on  greater  significance,  extending  across  traditional 
definitions  of  markets  as  well  as  firms.   For  example,  sales 
practice  rules  could  be  developed  to  apply  to  many  products  sold 
by  many  different  firms  in  many  different  markets.   Functional 
regulation  viewed  in  this  way  Is  not  inconsistent  with 
consolidated  supervision  of  the  activities  of  companies  which 
participate  in  many  different  markets. 
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